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Management Appraises Direct Costing—A Play 
by RALPH W. SAUBER 


Controller, Rayette, Inc., St. Paul, Minnesota 


THE SCENE: 

a Five members of the executive committee of the Eclipse Company 
are seated about a table, with a vacant chair to the left. In the oc- 
cupied chairs are the sales manager, treasurer, president, controller 
and production manager, respectively. All are reading copies of the 
company's income statement for the months of October and November 
(Exhibit 1). 


PRESIDENT: 
The purpose of this meeting is to review the income statement for November. 
The results are not what I expected. I can’t see why we should have a loss 
for November when our sales are up. 


SALES MANAGER: 
I don’t get it either, unless costs were way out of line. We haven't changed 
sales prices and our sales mix was practically the same as in October. 


PRODUCTION MANAGER: 
Don’t look at me. If you'll study your statement you notice that operating 
vatiances were up only $1,000. Believe me, with production cut to about 
half what it was in October, that’s not bad. 
CONTROLLER: 
I think I can explain. The footnotes to the statement show what happened. 
The October profit was due largely to over-absorption of burden and the 
November loss to under-absorption due to low production volume. You see— 
PRESIDENT: 
Yes, I see that, but I’m not sure I understand it. Our fixed costs didn’t in- 
crease did they? 
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INCOME STATEMENT 





October and November 1955 


(Conventional Presentation) 


October 


Net Sales $950, 000 

Standard Cost of Sales 423, 000 (1) 
Standard Gross Profit 

Operating Variances 2,500 
Gross Profit $524, 500 

All Other Expenses 400,000 


Net Profit $124, 500 


(1) Standard Cost of 54%, less overabsorbed burden of $90, 000 
(2) Standard Cost of 55%, plus unabsorbed burden of $70, 000. 








EXHIBIT 1 


CONTROLLER: 
No, they were the same as in October, but the amount absorbed was differ 


ent. You see, our standard burden rates are based on an estimated normal 
volume of production for the year. When we produce more than one-twelfth 
of that volume in any month, as in October, we over-absorb our burden 
When we produce less than one-twelfth we under-absorb. Over-absorbtion § 


reflected in the October figures as a credit—a reduction in cost of sale 
Under-absorption is shown in the November statement as a debit—an in- 
crease in the cost of sales. Is that clear? 

PRESIDENT: 
Well, er, let’s see—Yes, yes, of course. (Turning to the Treasurer) You 
understand it don’t you? 

TREASURER: 
I think so. Our standard burden rate is based on an estimated annual volume. 


Each month we charge the units produced at that rate. The amount chatged 
—that is, absorbed—may be more or less than the actual burden. Our actual 
burden does not go up and down with volume because some of it is fixed. 


CONTROLLER: 
That’s right. If the amount charged to products is more than actual, we over 
absorb; if less, we under-absorb. We made a profit in October bo 
production resulted in over-absorption and— 
PRESIDENT: 
Wait a minute! Are you saying we made more money in October i 
November because we produced more in October. If I— . 
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PRODUCTION MANAGER: 
Sure, that's what I’ve been telling you. We always make our best profits in 
months when we have high production. 


SALES MANAGER: 
Now, take it easy. Some of the units you produced in October were sold in 
November. Most of the rest are still in inventory. Do you mean to say that 
you can make a profit by manufacturing something—before you sell it? 


PRODUCTION MANAGER: 
Sure. Just look at the statements. 


SALES MANAGER: 
Hold it! Hold everything, Chief! I’ve got the answer. It’s super colossal! 
We make money when we produce. We don’t make money when we sell. 
So, all those salesmen I’ve got running around the country are wasting their 
time—right? Here’s what we'll do. We make the salesmen quit selling. We 
bring them into the plant, put them on the production line, and produce 
like mad. And we'll all get rich—right ? 


PRESIDENT: 
Please! Let's be serious. I know you are only being facetious, but your ex- 
aggerated illustration does seem to suggest that there’s some fallacy in our 
method of accounting. . . . 
Tell me, is it true that our accounting system shows higher profits with higher 
production, even when our sales don’t go up? 


CONTROLLER: 
Well—I wouldn't put it exactly that way. It is true that profits are increased 
by overabsorbed burden when production is at more than average volume 
and decreased when volume is below average. But, in the course of a year, 
these monthly variations will tend to cancel out, and the amount absorbed 
during the year will be very close to the actual burden. 


PRESIDENT: 
But while we are waiting for the year end, we have to live with these fluctu- 
ating figures from month to month. 


CONTROLLER: 
Would it help if monthly cost of sales were shown at standard and the 


amount over and under absorbed shown below the line? Some companies 
follow that practice. 


DECEMBER, 1955 461 











TREASURER: fa" 





at SA 


7 


It might help some, but it wouldn’t change the wide fluctuations in monthly 


net profits figures. . . . 


You should know, that, in a business like ours, where sales and production 
vary so much from month to month, it’s darn important to know where we 


stand each month. 


SALES MANAGER: 
Say, isn’t there some way that these absorption variances can be ironed out 
so that our reported profit will be more closely related to sales than produc 
tion? 


TREASURER: 
Well—we might divide any overabsorbed burden between inventory and cost 
of sales on some logical basis. 


CONTROLLER: 
Or we might defer any overabsorbed balance and apply it in the month when 
the goods are sold. 


PRESIDENT: 
Perhaps either method would improve the figures somewhat. But aren't you 
just adding another complication to a method which is already too complex? 
Will it really solve the basic problem? 


TREASURER: 
Probably not. . . . Now, as I see it, the practice which distorts our monthly 
‘profit figures is the use of standard burden rates. Our burden includes fixed 
costs which don’t vary much from month to month. But one month we pro- 
duce more than we sell and, by using these standard burden rates, we charge 
more fixed cost to inventory than we transfer to cost of sales. The next month 
we do just the opposite. 


PRODUCTION MANAGER: 
Personally, I can’t see that these standard burden rates are of any value for 
controlling factory costs. We get control through our departmental budgets. 
I'd like to see our accounting simplified so all of us can understand it. 


PRESIDENT: 
Exactly. Sometimes I feel that accountants spend too much time on account 
ing and not enough time on learning the needs of other management people. 
The rest of us have too much to do to spend time deciphering complicated 
accounting reports. 
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SALES MANAGER: 


That's right. Some accountants cafry a good thing too far. Like the one 
who was with me in the car the other day. We saw a flock of closely-cropped 
sheep. I said, “I see the farmer has sheared his sheep.” You know what 
he said? “Well, it looks like it—on this side anyway.” 


PRESIDENT: 
Accountants, I guess, are just naturally conservative, but I wish they under- 
stood our problems better. I’m sure we are all intelligent enough to read 
these statements and make due allowances for all these burden gyrations 
if we had the time to spend on them. What I'd like to know is whether 
it's necessary. Isn’t there some way that the accounting department can pre- 
pare simpler and more informative statements? 


TREASURER: 

. This conversation has been very interesting because of what I have heard 
about another local company recently. Have you heard about the new system 
at Acme which simplifies reports? Jim Burns was telling me about it. He 
says that thezr executive committee can all get on the same wave length when 
they hold their monthly meetings. 

PRESIDENT: 

That's right! Sam Jones told me about it. He said he had the feeling that all 
of the board members understood the relationship between cost, volume, and 
profits after seeing their new type statement. He said it was like reading a 
break-even chart. What's it called? 


CONTROLLER: 
It's called direct costing. 

SALES MANAGER: 
Well, we need something that’s more direct than what we've got. How does 
this direct costing differ from standard costs? 

TREASURER: 
i'd say it differs from standard cost only in the way factory burden is handled. 
Standard costs are fine for controlling direct material and labor. But I think 
the accountants went too far in applying standards to burden, particularly the 
fixed costs. Now the pendulum is swinging back. 

PRODUCTION MANAGER: 
Who's promoting direct costing—the public accountants ? 
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TREASURER: 
No, the public accountants are relatively disinterested because this new 


method deals with monthly reports for management rather than the annual _ 


published report. As near as I can learn, several companies have developed 
direct costing methods independently of each other. It seems to have de 
veloped out of the needs of the times. 


PRESIDENT: 
Isn’t there some source from which we can obtain authoritative information 


on direct costing? 


TREASURER: 
The National Association of Cost Accountants seems to be the clearing house 
for ideas on the subject. They have published a number of articles—both 
pro and con—on direct costing in the N.A.C.A. Bulletin and have also issued 
a research report on the subject. 


PRESIDENT: 
One of our fellows showed me some of their research reports and they im 
pressed me. Haven't we got some memberships in the local chapter? 


CONTROLLER: 
Our Cost Accountant, is a member. I've asked him to stand by in case we 


need him. Shall I call him in? 


PRESIDENT: 
Sure, let’s see what we can find out. 
(The Controller leaves the stage for a moment and re-appears accompanied 
by the Cost Accountant. ) 


SALES MANAGER: 
This direct costing sounds good. Maybe it’s what we're looking for 


TREASURER: 
I wouldn’t be surprised if it gave us all the answers. 


PRESIDENT (addressing the new arrival): 
We've just been talking about direct costing and wondering whether it had 
any application in our business. Are you familiar with it? 


COST ACCOUNTANT: 
Yes sir, I am. I've been doing considerable reading on direct costing since 
we had a session of our local N.A.C.A. chapter on it last year. 


SALES MANAGER: 
What do you think of it? 
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cost ACCOUNTANT: 
I believe that, for our type of operations, it would be a real improvement. 
CONTROLLER: 
This is one subject on which we don’t agree. I question whether direct cost- 
ing will provide any information which cannot be obtained from our present 
cost system—by analysis. 
TREASURER: 
That may be true, but why should it be necessary to make an analysis to get 
the information which some other system will provide directly. Frankly, I'm 
intrigued by the direct cost approach, but I've heard that it’s not acceptable 
for tax purposes. 
COST ACCOUNTANT: 
So far as I know there is no specific ruling on that point. The regulations do 
require that a consistent method of accounting be followed from year to 
_year. Any change in the accounting system must be approved by the dis- 
trict director. Where the installation of direct costing results in a write-down 
of inventory values and a corresponding reduction in taxable income, ap- 
proval would appear to be doubtful. 
PRESIDENT: 
we How about our C.P.A.’s. Do you think they would approve an annual report 
based on direct costing? 
COST ACCOUNTANT: 
They might certify the report, but they would almost certainly feel obliged 
ed to take an exception to it in their certificate. . . . 
Direct costing is new. It has not yet reached the status of a “generally ac- 
cepted accounting practice” for public reporting. However, if a significant 
number of companies should adopt direct costing, it is possible that the public 
accounting profession would decide that it is a generally accepted practice. 
PRODUCTION MANAGER: 
Well, if you can’t use direct costing for tax purposes or for published reports, 
why consider it? 
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ad CONTROLLER: 
That's been my viewpoint right along. 
TREASURER: 
ce 


It’s not my viewpoint. I can’t see why tax and annual report considerations 
should keep us from having any form of reports we want for managing the 
business. Isn't it possible to use direct costing during the year and still make 
our annual reports on the conventional basis? 








DECEMBER, 1955 465 


COST ACCOUNTANT: 
Quite a number of companies do. The Revenue Service and the C.P.A’s 
interested only in our annual figures. It would not be difficult to adjustg 
year-end direct cost statement to meet their requirements. I assume your 
primary interest as members of the executive committee is in having mean 
ingful and understandable reports monthly. 

PRESIDENT: sk 
That’s right! That’s what we've been talking about all afternoon. How 
would you calculate this year-end adjustment? 


COST ACCOUNTANT 
For us it would be rather simple. Since we absorb burden on a labor dollar 


basis, all that would be necessary would be to calculate the ratio of burden tp 
labor for the year and apply this ratio to the labor content of our ending 
inventory. 


TREASURER: 
That sounds all right. But when you refer to burden you mean fixed burden, 


don’t you? 

COST ACCOUNTANT: 
That's right, because I feel that we can eliminate variable burden as a sepa 
rate classification. 

PRODUCTION MANAGER: 
What do you mean by “eliminate variable burden” ? 

COST ACCOUNTANT: 
Our only significantly variable burden items are fringe benefits on direct labor 
and indirect material and supplies. We could increase our labor standards 
to include fringe benefits. At the same time, we could reclassify indirect 
materials and supplies as direct materials and include the cost in our material 
standards. None of the other burden items vary to any extent with produc 
tion volume 

SALES MANAGER: 
There's still one thing that bothers me. How are you going to make pricing 
decisions when you don’t have a full product cost? 

TREASURER: 
I'd like to answer that one. We don’t have a full product cost now—notii 
the costs we charge to inventories and cost of sales. Selling and administra 
tive expenses aren’t included. But you do have a full product cost on yout 
cost cards because selling and administrative expenses have been applied 
statistically. Can't we do the same thing with fixed overhead? 
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COST ACCOUNTANT: 
That’s right. Your product cost cards show standard labor costs by depart- 
ments. It would be as simple to apply the ratio of fixed burden to labor to 
these standard labor rates as it is to apply selling and administrative expenses. 


PRESIDENT: 
That seems to clear the air on pricing. 


TREASURER: 
We have several subsidiaries and divisions. I have heard that a direct cost- 


ing system creates problems when you transfer materials between companies 
or divisions. Is that true? 
COST ACCOUNTANT: 

No, sir. The problem of pricing between affiliates is a complicated one undet 
any cost system. But whether you apply direct costs, standard costs, or full 
cost, including administrative, etc., the basic problem remains unchanged. 
This is true regardless of how many companies or divisions a product passes 
through before it is sold on the outside market. In the case of subsidiaries, 
production is usually transferred at market price and the full purchase price is 
picked up as cost by the buying company. In the case of divisions, produc- 
tion may be transferred at market price, at standard cost, at direct cost, or for 
nothing at all, if management should so desire. The point is that this is 
a management decision. But, whether management decides to transfer at 


market price and gauge the efficiency of the division by profits or to transfer 
at direct cost and control burden by a budget, any good accountant should 
be able to adjust his system to reflect the true picture. 


TREASURER: 
Our Subsidiary “A” sells ali of its production to the parent company at 
market price. If we use a direct cost system, won't that complicate the prob- 
lem of eliminating inter-company sales and purchases for a consolidated 
statement ? 


COST ACCOUNTANT: 
Not at all. Since each corporation is a separate legal entity, the sales of Sub- 


sidiary “A” would be considered material purchases of the parent. In a 
consolidating statement, the subsidiary’s sales would be eliminated against 
the parent’s purchases. This procedure would be exactly the same under any 
other cost system. 
TREASURER: 

How about the case in which a division (not a subsidiary) sells some of its 
production to outsiders and transfers some to the parent company? How 
would you adjust your records to reflect the true profit on the outside sales? 
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INCOME STATEMENT 





October and November 1955 


(Direct Cost Presentation) 


October November Se 
Amount % of Sales Amount % of Sales ( I ; 





Net Sales $950, 000 100 $1,000, 000 
Standard Direct Cost of Sales 323,000 we: 350,000 
Standard Direct Cost Margin $627, 000 66 $ 650,000 
Operating Variances 2,500 0.3 3,500 
Direct Cost Margin $624,500 65.7 $ 646,500 
Fixed Factory Expense 200, 000 200, 000 
All Other Expenses 400, 000 400, 000 
Total Fixed Expense $600, 000 $ 600,000 
Net Profit (Direct Costing) $ 24,500 $ 46,500 





(The foregoing results, plus fixed costs added to inventory, less fixed costs removed from | 
inventory reconcile to net profit on the conventional basis) 








EXHIBIT 2 


COST ACCOUNTANT: 
Again, this is a problem under amy cost system, but not a big one. In this 7 
case, direct cost would be applied to all sales, whether to outsiders or the ~ 
parent company. Fixed burden would be allocated to all sales, for pricing 
purposes, on the basis of direct labor. The price at which outside sales are 
made would include enough mark-up over direct cost to overcome fixed bur 
den and provide for a profit. If management policy calls for inter-division 
transfers at full factory cost, the price at which material was transferred t 
the parent would be at least high enough to recover, for the division, the 
pro-rata share of fixed burden, or to make a profit on these sales, too, if this 
is management's policy. 

TREASURER: 
Well, that is sound enough if you choose to measure the operation of the 
division separately. But suppose you are not interested in the division a 
a unit but want to assume that all items produced for the main plant are 
just transfers from one pocket into another? 

COST ACCOUNTANT: 
That is ever simpler. If management chooses to consider the division @& 
nothing more than a manufacturing department of the main plant, then all” 
transfers of production between departments are treated as inventory transfers 
at direct cost, and burden of the division is treated as departmental burden 
of the main plant. 

PRESIDENT (turning to Controller): 5 
You've been rather quiet. Do you still question this direct costing method?” 
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CONTROLLER: 
Yes, I do. And I'll continue to question is at long as it’s not recognized as a 


generally accepted accounting practice. For one thing, I can’t see that there 
is any difference between the wages of a man and the fixed costs of a machine 
which replaces him. They're both costs of the product. 

TREASURER: 
True, they're both costs, but there’s a difference. Depreciation and fixed costs 
can't be varied with production as labor costs can. Your fixed costs can’t 
be turned on and off. You're committed for them. 

COST ACCOUNTANT: 
That's right. Also, on the point raised, it seems to me that, when manage- 
ment substitutes a machine for hand labor, the accountant is reflecting a de- 
cision of management when he shifts the cost from the variable to the fixed 


category. 


PRODUCTION MANAGER: 
_ Idon't follow you. 


COST ACCOUNTANT: 
When management commits itself to a fixed cost which goes on month after 


month, management is better informed if that fixed cost is charged off month 
by month. I believe this is better than dividing it into a variable portion—a 
standard—to be applied against income erratically depending on sales and 


production volume, and giving rise to an over or under absorbed portion 
which distorts the monthly profit picture. 
PRESIDENT: 
That's putting it in a nut shell. I’m glad to see that you have the manage- 
ment viewpoint. Well, gentlemen, we've covered the subject rather com- 
pletely. Are we ready to make a decision? 
SALES MANAGER: 
I don’t see why we shouldn't ask our Controller; with the help of our Cost 
Accountant, to make a study of direct costing as applied to our business. 
I'd like to see how our October and November statements would look on a 
direct costing basis. 
COST ACCOUNTANT: 
Just to see what the results would be, I’ve redrafted the October and Novem- 
ber statements on a direct costing basis. If you would like to see— 
PRESIDENT: 
By all means. Do you have copies? 
(The Cost Accountant distributes copies of Exhibit 2 to the others. 
They fall to studying it as he returns to his seat.) 
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PRESIDENT: i 
Well, that looks better. I may not be an accountant, but I know when wer 
making money and when we're not. This shows that our profits were bel . 
in November than in October. ; 

PRODUCTION MANAGER: 

What is this parenthetical notation you have at the bottom of the 
Does it mean anything? 

COST ACCOUNTANT: 

I jotted it down in pencil to reconcile the net profit shown by direct 
with the net profit shown by the conventional statements. It got typed on 
mistake. 

PRESIDENT: 

Do you suppose you could explain the difference to us? It might help a 
understand the difference between the two methods. 


COST ACCOUNTANT: 
I'll try to. Let's look at October first. Perhaps you would like to put some 
of these figures down. Our fixed factory expense for October was $200,000, 
and that amount is shown on the statement you have before you as a dited 
charge against income. Now if you will refer to the conventional type state 
ment, you will notice that using our present methods burden was over-absorbed 
by $90,000. In other words, compared with an actual fixed cost of $200,000, 


we charged to products—that is, to inventory—$290,000 to cover fixed cost. 
At the same time our sales of $950,000 were only 95 per cent of normal sales 
of $1,000,000 per month. As a result, the fixed costs transferred from in- 
ventory to cost of sales were 5 per cent below normal. Five per cent of out 
$200,000 fixed cost is $10,000. In other words, we charged to inventoy 
$90,000 more than our monthly fixed costs and we took out of inventoy 
$10,000 less than our monthly fixed cost. So during the month of October, 
we added to or deferred in inventories $100,000 of fixed cost. 

TREASURER: 

So, if you want to restate the profit you've calculated in the direct cost stat 
ment, you will have to write up your inventories by $100,000 and add this 
to your net profit? 

COST ACCOUNTANT: 
Exactly. But it can also work the other way. In November our sales wert 
at the normal monthly rate, but our production was way down. Of tit 
$200,000 of fixed expenses for the month $70,000 was unabsorbed. In 
words, $70,000 more fixed cost was removed from inventory than was ag 
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to it. So, if we want to restate our direct cost profit on a conventional basis, 
we have to reduce the inventory by $70,000 and deduct this from our direct 
cost profit. If you will do this on your statement, you will see that it con- 
verts a direct cost profit of $46,500 into a loss of $23,500. 


SALES MANAGER: 
Boy, how these accountants can figure. I'll go for this direct costing type 
of statement, but let’s forget about this final adjustment. Once we've got 
it simple, let’s keep it simple. 


cost ACCOUNTANT: 
The final adjustments are not essential parts of the statement for manage- 
ment purposes. However, it may be helpful to show them so that you can 
know each month the year to date profit which will be taxed and be shown 
on your published reports. Of course, by the end of the year, the debit and 
credit adjustment should pretty well cancel out. 


“PRESIDENT: : 
Now, young man, I have a few simple questions. Tell me—if we adopted 
this system, would our profit always fluctuate in relationship to sales rather 
than production? 

COST ACCOUNTANT: 
Yes, sir. 

PRESIDENT: 


Would our statements then show our direct costs in one place, our fixed 
costs in another place, and emphasize the cost-volume-profit relationship ? 


COST ACCOUNTANT: 
They would. 


PRESIDENT: 
Would direct costing rid our monthly statements of all this complicated 
clap-trap of under and overabsorbed burden? 

COST ACCOUNTANT: 
That's right. 

PRESIDENT: 


Would the elimination of these burden standards and variance computations 
save work in our cost department and help produce monthly statements faster? 


COST ACCOUNTANT: 
Most certainly. 
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PRESIDENT: fm A 
Would we still have adequate control of our departmental burden exp n . 
by use of budgets? m 

COST ACCOUNTANT: 

That is true. 

PRESIDENT: 

Is it true that we could compute our sales break-even point, just from using 
the data shown on our statement of profit and loss? 


COST ACCOUNTANT: 
It becomes possible. 


PRESIDENT: 

As I see it, this new presentation could be a real help in communicating ime 
portant information to management. Communication is an extremely i 
portant factor. To the extent that accountants communicate current data 
management, they make a tremendous contribution to the efficient operation” 
of a business. To the extent they fail to communicate, even though they com" 
pile figures and prepare statements, they fail of usefulness. 

This has been very interesting and informative. I'm sure we want ® 
follow it up. (He then addresses the Controller.) Do you suppose you could: 
get Smith of our public accountants to come in and discuss this with us? 


Make it Thursday, if you can. 


CONTROLLER: 
I'll make the call right now before he leaves for the night. (Leaves stage) 


COST ACCOUNTANT: 
Will that be all for me, sir? 


PRESIDENT: 
I guess this completes our meeting, but I'd like to talk with you a little fur 
ther, young man—about your future in our company. Let’s go into my office 
(President and Cost Accountant go off platform together.) 





The Accountant's Place in the Control Function 


by ALWYN M. HARTOGENSIS 
Chief Methods Consultant, Ebasco Services Inc., New York, N. Y. 


The intimate connection of industrial accounting with the area of con- 
trol of operations, which the accountant is clearly not commissioned 
to exercise but to which bis activities are highly relevant, has been the 
source of much opportunity—used, unused and, occasionally, misused. 
Pictured in this article is the accountant's prominent part in comstruc- 
tion, maintenance, and delivery of control tools and the partnership 
in management which this represents. 


H°” IMPORTANT IS THE FUNCTION of the industrial accountant to manage- 

ment control? If this is the significant question it is widely felt to be, 
perhaps we should ask also, what is meant by management control? Many 
accountants and many members of operating management from top down to 
first-line supervisors lack a clear, workable understanding of the answers to 
these two questions. An attempt at clarification seems to be justified. This at- 
tempt will be made here by means of an examination of the meaning and work- 
ing of management control with reference to an industrial organization. 


Management Control — and Its Reliance on Communication 


As soon as an organization outgrows direct oversight and management by its 
owner, responsibility for various functions must be delegated to subordinate 
managers and some form of accountability on the part of these subordinate 
managers must be provided. This delegation is a key development and it may 
be said that the first step in control is embodied in the means established to limit 
the authority of and to provide for accountability by subordinate members of 
management. But management control is not merely restraint. It has essential 
positive attrilbutes. Control is the action taken to conform to an objective. 
Therefore, management control may be defined as the action taken to assure 
realization of and conformance with management policies, plans, and objectives, 
including such authorized changes as are necessary to meet new conditions. 

So understood, control requires communication as a basis for understanding, 
decision, and action. The part of the accountant in connection with manage- 
ment control is largely in this area of providing communication. Formalized 
plans, accounts, records, and reports provide communication in form suitable 
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for controlling action: Hence management control may be parti 
oe 
- A means of communicating policies and tives, with provision for analysis of 


general objectives and the assumptions ations from the plan. 

on which the general objectives are ‘ea 

based. A means of two-way communication fo 
- A means of reviewing and approving the reporting variances from the plan and 

proposed plans of subordinate levels of the reasons for such variances, in 


management to make sure of coordinated to plan corrective action to be takes 4 


action to the desired end. such cases and to follow up to see 
- A means of measurement of results such action is taken and that it is 
against the plan and the desired objec- tive. 


Accounting and Nonaccounting Tools of Control 


The foregoing steps make effective management control possible, altho 
they are not in themselves control. Nevertheless, it matters very much how fu 
these means to control are utilized. The conditions surrounding modern indus 
are such that really successful operation can be achieved only by policies and” 
objectives which are explicit and embodied in comprehensive and orderly plan! 
ning. Such plans, expressed in quantitive and usually financial terms, are termed — 
a budget. The budget constitutes both a formulation of objectives and a means 
of communicating them. It is the basic tool for planning, coordination, and” 
control. In its construction and administration, the accountant has a p HS 
—even prime—place ge 

However, control is not all in planning. It also is necessary to know aim” 
rently how well operations are conforming to the plan and the reason wit 
remedy for deviations from the plan in order that control may be maintained — 
by corrective action. A budget alone will not do this. Accountability of each 
member of management is needed through a properly designed code of a& ~ 
counts and appropriate, analytic, and actionable reports. A code of accounts 
properly designed for purposes of planning and control provides segregation 
in terms of organizational responsibility, in order that there may be appropriate” 
accountability by each member of management and segregation by major, sige 
nificant kinds of revenues, costs, and expenses, in order that substantial variances” 
may be analyzed readily for determination of significance, cause, and remedy. — 
The code of accounts and the reports which it facilitates are, together —— 
budget, accounting tools of control. = | 

There are at least three other tools of control with which the controlie 
should be concerned, although, as a rule, he does not originate them. They ame ~ 
market research, work measurement or standards, and production scheduling, ~ 
All are, or should be, positive and direct means of control. However, they ate 
not as comprehensive as the budget and the control reports in reflecting them 
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Adequate market research is essential to control of profit, control of both 
product development and sales effort, and control of sales volume. In many 
cases, market research is the soundest basis for a profitable pricing policy. It 
should guide product development into salable products and sales effort into 
productive markets. It provides a basis for good sales forecasts, with means for 
usable analysis of sales volume variances. Therefore, it is a most valuable instru- 
ment of control. 

Work measurement, or standards, may not only be the basis of budgeted costs 
but they also constitute directly a most effective medium for control by first-line 
supervision. In this latter respect, control report data can be compiled and 
presented more promptly than can financial cost data and they can be applied 
more directly by the first-line supervisor. 

Production scheduling is a planning operation usually performed independ- 
eatly of and without substantial direct assistance from the controller. It coor- 
dinates sales objectives and expectations, inventory policies, and production. 
Good production scheduling tends to conserve working capital and so to in- 
crease return on investment. It increases sales potentials by assuring customers 
of availability of product at earlier delivery dates. It provides for optimum use 
of equipment, tools, and men with consequent savings in manufacturing costs, 
as well as providing more stable employment. In the broader aspect of pro- 
duction control, it actually conforms production to the optimum plan. 


Why Budgets Are Basic to Control 


The primary objective of management is to obtain long-range profitability of 
operations. This objective requires both long-range planning and short-range 
planning. The purpose of long-range planning is to establish policies, the man- 
agement team, a skilled and loyal work-force, products and product quality 
standards, markets, sources of supply, reputation and public esteem, sound 
financial structure, and efficient and adequate facilities—all of which require 
time to build and long preparation to conserve. The purpose of short-range 
planning is to provide and coordinate a more explicit and detailed program of 
action suitable for present conditions. If the short-range plan is compatible with, 
and tends to further, the long-range objectives, the latter will be under control 
as the short-range objectives are achieved. 

Plans which can successfully lead to the achievement of the primary objective 
of long-range profitability must be balanced. They must coordinate the many 
diverse activities involved in selecting or developing products, purchasing, 
manufacturing, packing and shipping, warehousing, and marketing, together 
with the problerns of financing, collecting, and servicing. The coordination of 


DECEMBER, 1935 475 





these many factors requires that the planning be thorough and system 
already been indicated here that budgeting is basic to the planning fp 
budget is a medium of systematic planning. Review of preliminary } 
provides a means for the coordination of plans. After coordination, 
of these budgets, constituting the authorization is the first step in con 
The next step in control is to make sure that operations conform, to 


tent that circumstances will permit, with approved plans as set forth | 


~ 


budget or with duly considered and approved revisions of it. This step be 

a part of budgeting through the reporting function. The approved bud; 

the control report based on the budget become the basis for management 
The relationship of standards and budgets to each other and to ¢ 


worth attention. Both provide objectives to which operations can be coat 


A standard states that, if a certain product is made, so many pounds 
materials will be required or, if a certain part is made, that so many 
on a particular machine will be required for a certain operation involved 
an assembly requires so many of each of a number of parts and can 


together in so many minutes. A budget may provide a plan as to how m 
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what will be made and sold and may sum up the standards involved in 
of quantities of materials, hours of labor and machine time, dollars of exp 


and the consequent costs, revenues, and profits. 

Both the standard and the budget (whether or not the budget is b 
standards) are useful for purposes of control. The budget is of much 
scope. Except for their use as building blocks for the budget, the usefull 


standards for control is limited almost to first-line supervision. Higher edhe 


of management require summarization. For this, the common denomi 
dollar cost, provided by the budget, is necessary. In addition, where the 
will not be attained, budgetary provision for adjustment to the 

expected on standards is necessary for realistic planning and effective 


Where Internal Reports Fit Into the Control Picture 


In the exercise of control, management must evaluate results. It is 
for each member of management to know how satisfactory his oper 
and the operations of his subordinates. The management reports issued 
serve as a medium of communication to provide the means for this 


In order to be an effective medium for this purpose, they must be pm 


designed to supply the essential information and must be issued in tim 
action to be taken. q 

The only really effective basis for evaluation is the budget, repre: 
plans and objectives of management. Essential to evaluation is the a 
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of current results with some benchmark. Although this benchmark might be past 
performance or the performance of some other comparable department, plant, 
division, or company, such comparisons are merely better than nothing at all, 
because the standard of comparison, itself, is not evaluated. This month's re- 
salts may be better than last month’s, but was last month satisfactory? The com- 
parison does not really tell how good this month’s results could have been. A 
budget comparison does. 

Also, approved budgets are the most practical media for coordinating in- 
dividual factors such as prices, costs, sales, sales mix, inventory position, produc- 
tion volume, procuction timing, and cash position—all critical factors in the 
profit picture. No one of these stands alone, but each must be coordinated with 
the others. Variances from the approved budgets provide the evaluation of re- 
sults most helpful to management control. A distinction should be made between 
the control uses of the budget as a plan and of budget reports. Control exercised 
through budget reports is ex post facto control and is not a substitute for prior 
control exercised in the approval of budgets and in the execution of budgeted 
plans in current operations. It is remedial action when remedy is necessary, 
which, if taken in time, can correct an undesirable trend. It is required because 
te control (planning and following of the plan) will never be perfect and 
because the report of current results is an important guide for future plans. 

The scope, content, manner of presentation, and frequency of management 
reports deserves extremely careful consideration. The writer notes a chronic 
tendency to confuse what is merely reference data with key data essential for 
controlling current action. In addition, there is a tendency to neglect considera- 
tion of the entirely different needs of the different levels and functions of man- 
agement. As an example, in one large, well-known company, the operating head 
received monthly a binder of current reports (about three weeks after the close 
of the month) containing nearly two hundred pages of data. When asked how 
much time he devoted each month to reading these reports, he said, “Not more 
than fifteen minutes!’ Would it not have been more effective to prepare a one 
or two page summary of key items of vital interest to this executive? 

On the other hand, a word of caution in carrying to extremes the principle of 
management by exception is in order. Under this principle, only items which 
are out of control and require corrective action would be reported or given em- 
phasis, either in a separate report or by flagging in a more comprehensive report. 
However, consider the case in which a budget tolerance of plus or minus ten 
per cent is recognized. Let us assume that a major item showed the following 
percentage relationships to the budgeted figures for six consecutive months: 92%, 
95%, 96%, 99%, 103%, 108%. Obviously, it is going out of control. Under 
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the principle of management by exception, this item would receive no tent 
until it exceeded 110 per cent of budget. Clanly & souls f 
exceeds the accepted tolerance. 


One Head of the Accounting Function — Or Two? 


During recent years some companies have placed the control function: ath 
hands of a control officer, independent of and coordinate in authority 
chief accounting officer. The reason usually given for such action is that 
ants have too narrow an outlook and are too engrossed in the details and te 
niques of bookkeeping to assist in the control function. This reasoning ic 
the scarcity of broadly-trained accountants with management thinking 
failure of our educational institutions and industrial organizations in this 

It also reflects a situation in which industrial or management 
not placed on a level with public accounting. Frequently, when a new cont 
is needed for an organization, he is brought in from the field of public accom 
ing. This may be proper in individual cases but, as a common practice, 
passes the industrial field where many managerial qualities are 
telligent, constructive assistance in connection with management requires 
understanding of the principles of management and, also, although not 
sarily the training of an engineer, at least a broad understanding of the ef 
business, including its marketing and manufacturing operations. 
these requirements, the engineer who has had short courses in 
accounting, and in budgetary control may be better qualified than the 
whose background is largely in public accounting and auditing—and the ac 
countant who has grown with his company and has broadened his training ay 
be better-qualified than either. 

Accounting, properly used, provides a systematic approach to 
control. The account structure must serve the purposes of control, as 
its other purposes, if control is to be achieved. It would not seem to be ine 
cordance with sound principles of organization for one executive to be respi 
for the accounting and for a coordinate executive to be in need of th 
thority to dictate the structure of the code of accounts or the structure or ti 
ing of reports based on the accounts. To the writer, it seems that a a 
should be both the control officer and the officer in charge of all 
functions. 

However, it is extremely urgent that the business schools of our e 
institutions provide better training in management accounting’ and» at | 
recognition or accreditation equivalent to the certified public accountant’s d 
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be available for those trained to become chief accounting officers of business 
enterprises. Until this can be accomplished, it is necessary for industry to expose 
its accountants to the required experience and perhaps to provide some training 
courses. Certainly, it is incumbent on industrial accountants to prepare themselves 
to assume their appropriate responsibilities in management. 


The Industrial Accountant as a Diplomat 


It is appropriate to emphasize here that control is a function of line manage- 
ment, not of the controller or the accountant. Controllership is a staff function 
assisting line management by providing the means of control throughout the 
company. (The controller is responsible fer direct control of accounting opera- 
tions.) All levels of line management from the chief executive down to the 
first-line supervisors have responsibility for control within their respective areas. 
It is the accountant (which designation includes the controller and the budget 
‘director) who serves all these levels of line management. He provides top- 
management with means of evaluation of middle management and he provides 
the latter with means of evaluation of first-line supervision. Moreover, he pro- 
vides first-line supervision with means of evaluation of the performance of its 
workers. He may and should interpret the results to each level. 

This is where the accountant (using the title generically) gets into trouble. 
To each level of line management he is both staff assistant and interpreter. That 
is, in reporting to a foreman, he is a quasi-member of the foreman’s staff but, 
in reporting and interpreting a report to the foreman’s superintendent, he must 
interpret the report of the foreman’s results. Obviously, a control report dis- 
closes poor performance, when such is the case, and continual poor performance 
implies an incompetent manager. The accountant and his reports receive blame 
for making line management “look bad” when its performance so indicates. 
To make sure that this impression is not conveyed on the basis of factors beyond 
the control of line supervision, the accountant or budget analyst should be aware 
of such considerations and should point them out before the supervisor is “called 
on the carpet.” Also, when performance is good, the accountant should be as 
quick to point that out as he would be to “view with alarm” a bad situation. 

Above all, in his control-related functions, the accountant must have all of 
the facts and have them right. He must have the objectivity to present them 
fully and impartially, with all pertinent qualifications. He must have the under- 
standing and knowledge to win the confidence of his associates in line manage- 
ment. Finally, he must have the courage to absorb the resentment of those who 
feel that they are placed at a disadvantage by his reports. 
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Not Exercise of Control But Partnership With Those Who Do 


In summary, management control means the action taken by management = : 4 
assure realization of and conformity with management policies, plans, and ob- 
jectives. In an organization of any size, control is possible only when these are 
not only deliberately formulated but also communicated explicitly and com 
prehensively. This immediately expresses the need for means of communication 
in order to make the plans at all, to coordinate them towards attainment of the 
desired objectives, to measure results against the approved plan, and to analyze 
those results to the end that revision of plans, and timely and effective corrective 
action, is assured when necessary. 

In this connection the accountant is to a great extent the originator, operator, 
and custodian of the various means of record and communication essential ~ 
control. His tools for this purpose include the accounts, the budget, and the : 
internal or control reports. (In education, training, and accreditation, this ‘e 
of management accounting has usually been neglected in favor of public account 7 
ing. Perhaps accountants in the industrial field should consider themselves a5 
managers or students of management, specializing in accounting, rather than a : 
accountants engaged in a particular industry. ) 

Because the function of the accountant with respect to management control — 
involves both communication and interpretation and only a very fine line divides 
the latter from evaluation, the accountant’s part in the control function is very — 
delicate. Control is a responsibility of line management, but a competent, ana 
lytical control report from the accountant may make the required decision and 
action on the part of its recipient quite obvious. The accountant may then appear 
to be exercising control. This should never go beyond appearance. Control is an 
exclusive function of line management. The accountant does contribute to and ~ 
facilitate control. Analysis of the requirements for effective control indicate f 
clearly that these lie predominantly in his field. He may well remain content with 
this staff function, so essential to line action that the connection closely suggests 
that line and staff, working in this way, are virtually in partnership for the suc- 3 


cess of the enterprise. 4 
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A Stairway to Budgetary Control 
by M. K. EVANS 


Budget Director, Westinghouse Electric Corporation, Pittsburgh, Pennsylvania 


Although a system of budgetary control of operations must work 
smoothly, as though it were itself a well-oiled and operated machine, 
there need be no illusion about what is required to set up a budget 
which will be respected and used. As the present author indicates, 
such a project is one to plan and not to plunge into. The nine steps 
identified may well serve as checkpoints against which to compare the 
effectiveness of going systems. 


nr; MUCH HAS BEEN published on the various techniques of budgetary 
control, little guidance has been given in the area of ways and means of 
installing controls or in revitalizing existing control systems. In this paper, it 
is tay objective to suggest a plan for designing and installing a system of budget- 
ary control, which could also be applied to revision of a previous system. This 
plan consists of nine basic steps. They are to: 

1. Detine the objective(s) of the installation. 

2. Decide on a basic approach. 

3. Analyze the situation, i.e., get the facts. 

4. Design appropriate techniques and procedures. 

5. Clarify line and staff responsibilities under the budget. 

6. Plan the installation program. 

7. Recruit and train personnel. 


8. Measure and maintain the system. 
9. Use the information produced. 


Define the Objective 


Specifically, what is it that we want to accomplish through a system of bud- 
getary control? The objective adopted in particular cases will depend, to a large 
extent, on the type of company, the type of organization, and the overall situa- 
tion in which the company finds itself. The basic objective in a relatively small 
organization might be to permit the chief executive to delegate certain specific 
parts of his responsibilities but to retain the basic control decisions in his own 
hands. Or budgetary control might be undertaken for the primary purpose of 
cost reduction. This objective might lead to the establishment of budgets only on 
certain classes of operating costs and would also have a direct bearing upon the 
toutines established for setting budget allowances. These objectives would rep- 
tesent limited applications. 
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In more recent years, budgetary control has developed techniques and 
cedures which make it applicable to a much broader range of objectives. Ja 
broadest applications, the objective of budgetary control is two-fold: ® op lan 
all phases of a company’s financial operations so as to yield the n A ~ 
term return on investment; (2) to control operations so that the plana 

ried out and the benefits realized. Under this interpretation, budgetary tre 
embraces not only the usual areas of operating cost and expense but coveis hp 
the planning of income and operating profit and the various asset items of | 
balance sheet which determine the amount of invested capital. It is to this 
definition of the objective of budgetary control that I intend to direct he 
mainder of this paper. 

Whatever objective is decided upon, it should be adopted only after 
discussion by the top management group of the company. It should be 
understood by every member of top management and be clearly adopted 
as one of the basic objectives of the company. If this is done, the 
charged with the responsibility for implementing budgetary control will 
stand clearly what it is he is expected to do and can be assured of the actin 
support of all members of top management. a 




































Decide on a Basic Approach 











It now becomes important to work out in detail the principles which are toh 
followed in setting up the budgetary system. To some extent, these principle 
will be determined by the nature of the objective which has been establishel 
Such questions as the following come up for consideration: 









1. How far down in the organization is au- be attained or should be Pe | 
thority and responsibility for planning efficient planning and control? — 
and control to be delegated? 4. To what extent, are | 

2. To what extent are those responsible permanent? nee 
for control to participate in the deter- will revisions be ama 
mination of get standards? 5. Is the budgeting process to be be fel 










3. Are standards to be in the nature of with annual profit objectives? - 
ideal standards which can never be at- 6. Is there to be a 
tained or are they to represent what can budget performance and 

pensation plans? ‘ ® 


“5 







These are only a few of many fundamental questions which should 
swered as part of the process of deciding upon the basic approach. It is 
important that the human relations aspects of all controls be given thom 
consideration. Several publications in recent months have been devoted to di 
cussing the impact of budget and other controls on people and, f 
studies, principles have been derived which, if followed, will Mei 
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complete or partial failure of even the most brilliantly conceived plan. These 
principles become increasingly important as the size of the organization involved 
increases. 


Anclyze the Situation, i.e., — Get the Facts 


With objectives clearly defined and a basic approach decided upon, we are 
now ready to undertake the design of our budget system. If planning and con- 
trol of the financial aspects of the business are to be an integral part of the 
management process, its objectives and techniques must have the wholehearted 
acceptance and approval of those who will have part in them. If this is not so, 
it is likely that the entire program will degenerate into a figure-making and 
record-keeping process which will be completely sterile in its contribution to 
management. One of the best ways to assure wholehearted acceptance is to per- 
mit the organization to take part in the design of a system. This participation 

‘will have two beneficial effects upon the program. First, it will help to clear the 
way for ultimate adoption of the specific procedures and routines decided upon. 
Secondly, it will provide a valuable check against the adoption and attempted 
installation of impractical, time-consuming, and wasteful procedures. 

Those who have been given the responsibility for establishing and administer- 
ing a program should undertake a series of personal interviews with as many 
operating department supervisors as is possible and practicable. These interviews 
should be carried out from the top down, that is, with the higher levels first, 
proceeding then to subordinates within the various units of the organization. 
During these interviews, it is desirable to discuss each individual's attitude 
toward cost control as one of his supervisory responsibilities. He should be asked 
to define clearly the costs which he feels he can or should control or those which 
have a direct bearing upon his responsibility for attaining results. He should 
be given an opportunity to discuss problems which he has or foresees in con- 
nection with his responsibilities for controls and any limitations upon his 
authority to take action. Finally, it is desirable to allow him to express his 
opinions as to the tools he needs to do a proper job of planning and controlling 
the elements under his responsibility. 

In addition, it is very important that the company’s chart of accounts be care- 
fully analyzed to determine how well it fits the concept of reporting data by 
responsibility. In most cases, classifications set up for financial accounting pur- 
poses will not be adequate to serve the objective of classifying asset, income, 
and expense items according to responsibility for planning and control. It will 
almost certainly be found necessary to provide for further subdivision of account 
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numbers, regrouping of other accounts, or even possibly a redesign of the 
chart of accounts structure. au 

Although this process of analyzing the situation and of getting the fags 
pertinent to the establishment of controls may seem to be a long and time - 
suming process, it will pay for itself many times over in later years. Such a 
careful investigation will reveal, almost certainly, needs for reorganization ¢ f 
some departments and clearer definitions of responsibility and authority in ah 
most all departments. In addition, it will show up blind spots in the planning 
and control process, i.e., elements of asset, income, or expense which have go 
uncontrolled or have received inadequate attention in the past. This “ 
analysis will also permit the establishment of a logical arrangement of ¢ 
centers, which will be neither too broad for sufficiently detailed attention a 
so narrow as to be expensive and cumbersome to operate. 


















Design Appropriate Techniques and Procedures 
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Obviously, any budget director who has been given the responsibility Pe 
installing a system of control should familiarize himself, prior to undertaking al 
of the above steps, with the various techniques and procedures which have been 
developed in this field. Thoroughly versed in the state of the art as reflected ia 
published materials and in practices of other companies and armed with the vast 
store of information pertinent to his own organization, the budget director is 
ready to design the appropriate techniques and procedures for his company, 

In this task, the budget director will find it necessary to develop answers for 
several specific questions. First, what kind of budgets are required to meet the 
various aspects of the company’s situation? Earliest attempts at budgetary com 
trols found expression in what is now known as a fixed budget identified with 

a specific period of time. Many aspects of a business organization still lend 
themselves to the application of fixed budgeting in this manner. Budgeting for” 
contributions, for capital facilities, for fundamental or basic long-term research 
projects, and other aspects of business is still done in terms of the sppropeiaied 
amount for a certain period of time. However, many aspects of business will 
hold still long enough for a fixed budget to remain applicable for any period of 
This led to the development of the so-called variable budget technique he 
involves the establishment of budgets which increase or decrease with change ; 
in the volume of business handled. Budgets of this type are tied to di 
indicators of volume such as sales, productive labor dollars, issues from in 
accounts, etc. Variable budgets which have been soundly established need 
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changed every time volume goes up or down. In this connection, under the 
broad definition of budgetary planning and control with which this article 
started, standard costs may be considered as one technique involved in the over- 
all planning and control process. Such standards might be called directly variable 
budgets for direct labor and material. 

The next question which logically should be answered is how should budget 
allowances be established? Several authors have done an excellent job of describ- 
ing what I call the historical basis for developing budget allowances. In this 
process, records of past expenditures for specific classes of expense are analyzed 
and correlated to various possible indicators of volume of business handled. 
Through the use of correlation analysis charts, the volume indicator which best 
fits the type of expense in question can be determined and a formula derived 
for expressing the pattern of variability as volume changes. Although such 
budget determinations may be submitted to the department head for his approval, 
this process, fundamentally, calls for the establishment of budgets in the ac- 
‘counting office by statistical methods. It has the disadvantage, therefore, of not 
permitting full participation of the individual to be controlled. Some companies 
get around this difficulty by supplementing such statistical analyses by a process 
of negotiation between the budget staff representative and the supervisor 
involved. 

This approach to establishing budgets, of course, makes no allowance for the 
fact that lack of control may have existed in various degrees in the past. Some 
authors advocate taking account of this factor by setting the approved budget 
standard a cut below the pattern indicated by actual history by an amount agreed 
upon. For example, the budget line might be set ten per cent under the average 
of past performance. In addition, however, it is probable that, due to lack of 
prompt attention to costs on the up or down swing, the slope of the curve de- 
veloped from past history is apt to be more flat than is desirable. In other words, 
it reflects too high a level for fixed expenses. These difficulties led to the con- 
dusion in fairly recent times that budget standards should be submitted to the 
same type of analysis as standards for direct labor. In other words, budgets 
should be based upon engineered standards rather than upon past history. 

Under the engineered approach, responsibility for assisting operating per- 
sonnel in the development of factory budgets is considered to be the function of 
the industrial engineering department. Budgets for various office operations are 
determined by the same basic industrial engineering approach but usually under 
the direction of office systems and procedures departments. Many new techniques 
for analyzing work flow, layout, work distribution, and work measurement have 
been devised and are being applied in many companies. This technique provides 


DECEMBER, 1955 485 





a much sounder basis for the development of budget standards and takes 
the picture inefficiencies which have been allowed to express themselves in! pa 
performance figures. 

There are several other questions related to budget system design. One i 
what should be the basic design and structure of reports? This includes dete 
mination of what kind of information should be presented to each 
supervision, in what form and how frequently. Literature in the area has p 
to the fact that we tend to overwhelm operating people with a mass of detail 
which is useful only after extended analysis. It appears almost self-evident # 
reports for internal control purposes should be crisp and concise, pointing the 
finger quickly to areas which are out of control and which need attention by the” 
executive involved. Under the so-called vertical concept of planning and ¢ 7 
trol, reports to higher levels of supervision should be summarized in terms of of 
the performance of individuals reporting directly to chem. Reports which 
merely informational in nature and which are not expected to result d 
action, should either be eliminated or separated from those which are ¢ 
to point the way to specific action. a 

Somewhat similarly, what procedures should be adopted for the development — 
of sales forecasts? A sound forecast of sales volume by line of product for ie 
coming period is the starting point for all systems of planning and control. in 
adequate attention to the trend of sales resulting in the development of false 
information on such trends can lead to untold waste in planning for facilities 
inventories, manpower, cash requirements, etc. Recognizing that sales forecasting — 
is by no means a precise process, the budget director will nevertheless, ‘want tj” 
take advantage of whatever techniques are available for developing a forecatt 
and for translating it into plans for production and for inventory accumu 3 
He will also want to establish a plan for keeping the corporation's “ear to the 
ground” so that changes from the patterns which have been forecast may be” 
quickly detected and translated into adjustments in the operating plan. = 

The budget director will also want to think out when and how will overil, 
operating plans be summarized and reviewed? In most cases, a thorough system 
of budgetary planning and control calls for the development of annual obje 
for return on investment. The process involved calls for the submission b 
various operating units of initial proposals for budget allowances related) 
plans and programs of the department for the future. These proposals ate th 
put together in terms of a complete operating statement for the year and 
projection of the assets and liabilities which will be produced as a result of the 
operations. Top management takes a look at the projected financial results 
various functions, plans, and programs expressed in the operating buc 
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decides whether or not such a financial objective is adequate. After this review 


ipast (certain corrective action may be taken in advance of the beginning of the year 


to alter the plans of programs which have been reflected in the budgets. In my 
opinion, this planaing process is at least half of the benefit to be obtained from 
a budgetary planning and control system. 
A final question is, what steps are to be taken in the administration of bud- 
controls once established? Obviously the establishment of budgets to re- 
flect assigned functions and programs and plans is only half of the process. 
Management must continually watch performance against agreed-upon plans and 
objectives in order to determine what members of the organization are not carry- 
ing out the functions as assigned and to determine action which must be taken 
to compensate for changes in conditions which were not contemplated in the 
establishment of the original plan. Accordingly, the budget director will want to 
establish procedures for calling attention of operating personnel, through reports 
or special analyses, to matters which should be acted upon by line supérvision. 
He will also want to provide for regular reviews of performance by operating 
department heads, not only to assist those who are having difficulty but to com- 
mend those who are doing an exceptional job. 


Clarity Line and Staff Responsibilities Under the Budget 


No system works by itself. The budget director, in developing his system, 
should provide for a careful definition of the responsibilities of all the operating 
personnel who will be expected to live and operate under the budget program. 
Such definition of responsibility should include the procedure and schedule for 
developing budget:ng proposals. Each person should clearly understand the kind 
of staff service which is provided for him by the industrial engineering depart- 
ment, office systems and procedures department, and/or the budget staff to assist 
him in the development of his budget proposal. He should also clearly under- 
stand his prerogatives as a department head in accepting or rejecting the recom- 
mendations of these staff services. The operating department head should also 
understand clearly when to request revisions in budget standards and how such 
requests should be submitted. In addition, he should know thoroughly what his 
responsibilities are in connection with the review of operating performance, 
either for his own department or for subordinates under his direction. 

In many organizations this clarification of responsibility will not be accom- 
plished purely by the development of written instructions or by telling each 
individual or group what their responsibilities are. In most organizations in 
which the growth of control devices has not matched the growth of the company 
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either in size or complexity, it will be found that many members of m 
do not conceive of cost planning and control as part of their assigned § 
Yet the only way that control can be satisfactorily accomplished is for 
operating executive to consider the cost of carrying out his assigned fundiy 
at the same time as he considers the actions necessary to carry out that fund 
The budget responsibilities of staff positions which share in admini 
budget present a special problem. They are probably the most difficy 
frustrating positions in the entire organization chart. A true staff man hj 
direct operating authority. He can not accomplish results by ending his disse 
tions on his particular area by the phrase “and that’s an order.” His effective 
in the organization and the degree of authority which he exercises is built 
the rock of acceptance, voluntary acceptance, on the part of operating p 
his services. If this is not the case, then one of the most fundamental pring 
of good management is violated. The job description, therefore, of me 
the budget staff, of the industrial engineering people involved in establi 
budget standards, and those of office systems people would be replete with 
terms as assist in, consult with, promote, advise, etc. Every member of on 
these staff departments should clearly understand that having a good system 
knowing how to operate it is only half the battle. He must be able to sell] 


wares to operating people. 


BReaAae eB eae Ve Ss ea PY 


Plan the Installation Program 


Let us assume at this point that all of the basic steps which have b 
cussed thus far have been thoroughly carried out. In other words, the t 
jective of the program has been clearly defined, all aspects of the basic 
to the objective have been decided upon, the appropriate facts of the siti 
have been developed through a thorough discussion process with all affeaet 
members of management, techniques and procedures appropriate to the pet 
arities of the organization involved have been developed, and responsib ities 
operating and staff personnel have been decided upon and clearly defined’ 
paper. We are now ready to install the program which has been dés . 

It is strongly suggested that the installation process should begin by a 
clearance of all phases of the recommended program with those members 
organization who participated in the analysis phase. It is further recomme 
that these clearances be undertaken from the bottom up, worked thr 
organization. Again, this is a time-consuming process and one may be indi 
to decide that it is not worth the time involved. However, such a proc : 
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a very definite set of advantages which can save many heaclaches at later stages 
of the game. First of all, it cements the feeling of participation which members 
of management have derived from having been consulted in the first place. It 
assures them that the first consultation was not merely a bow in the direction of 
participation. It also gives the operating man a chance to point out any imprac- 
ticalities which may have crept into the procedure. Third, clearance from the 
bottom up, if done carefully, makes clearance at the top level almost « foregone 
condusion. Being able to say that the recommendations included have been 
deared with all lower levels of supervision will go a long way to assuring 
acceptance of the plan by higher levels of management. 

Having cleared the recommendations and having had them accepted by man- 
agement, we are now ready to establish a time schedule for the installation of 
the various phases of our plan. In developing this timetable it is important to 
undertake first things first. For example, the establishment of the basic budget 
structure, including the definition of control centers, should take place before 
attempting to install staff services and procedures for developing budget allow- 
ances. Further, excessive speed should be avoided. It is a natural tendency on 
the part of management, when a program which bears promise has been de- 
veloped, to want to get it into effect as rapidly as possible. However, I have seen 
several soundly conceived programs fall by the wayside because installation was 
attempted too fast. It takes time to change people. 


Recruit and Train Personnei 


It seems a rather obvious observation to point out that these various steps 
which I have outlined cannot be taken in strict chronological order. If we wait 
until we are completely ready to proceed with the installation of the new system 
and have not already recruited and trained personnel for it we will be faced with 
a long period of delay. The position of this step in the sequence, therefore, in- 
dicates when it should be completed rather than when it should be started. In 
recruiting personnel for budget administration, it is highly desirable that com- 
plete job descriptions be prepared and that the requirements for filling these 
Positions be clearly defined. Such requirements include education, work expe- 
fience, and characteristics and aptitudes. In setting up the requirements for 
Positions in our budget organization at Westinghouse, we have concluded that 
the last mentioned of these is the most important. We feel that, if we have men 
with the proper characteristics and aptitudes, we can give them, in relatively 
brief time, the technical tools which they will need to carry out their jobs. 
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The personal characteristics which are desirable for the kind ox work 
in a budget staff operation include a high degree of ability to work 
people, aptitude for self-expression both in writing and orally, per: 
and ability to sell, an alert mind which does not balk at the rigors of 
processes, and a very large helping of determination and resistance to dise 
ment. These specifications are in keeping with the earlier statement ¢ 
kind of staff work is the most difficult and frustrating job in the o 


ing in accounting, industrial engineering, and general business admir 
Having recruited such individuals, either from within or without the 
ization, it then becomes important to train them thoroughly in the objec 
the program, the techniques which have been decided upon, and in basic p 
ciples of human relations in staff work. Such training might be carried 
participation in the installation program or, if the individuals involved 


hand early enough, participation in the entire analysis and design. If sucht — 


ing is not possible, then formal training programs and on-the-job experience and 
coaching become more important. a 
Measure and Maintain the System = 


The job of the budget director does not end with the installation of his pi 
gram. If he carries out his responsibilities completely, he will also : 
measure continually the effectiveness of his program and to provide for 
taining it in the face of constantly changing business conditions. By asking him 
self the following questions and similar ones, the budget director can a 
measure his system and its effectiveness: 

1. Do all echelons of management consider 3. Is there an absence of 


cost planning and control part of their putes over assigned 
job? authority? 


. Does each member of management take 4. — — ams designed to | 
an active part in planning and control- reduce faventories, 
ling the functions which have been as- or oe wth other similar objective " 
signed him? infrequent or even nonexistent? 3 
Maintenance of the system includes the training of new personnel, be . 

and staff, who become involved in the budget process as normal o 

turnover takes place. This training process is never ending. Budget orien 

tenance also involves the revision of procedures and policies as the o 

changes. As one man put it recently, there is nothing so constant & as C 

It is unreasonable to expect that budgetary procedure (or any other p 

can be frozen and expected to maintain their effectiveness over a pio oft 
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chart. Technical requirements which might be attached to the job include ta ni q 
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Use the Information Produced 


Broad application of budgetary controls, in the manner described in this paper, 
will yield a wealth of information which, properly interpreted and applied, can 
take much of the guesswork out of management. For example, the development 
of variable budget standards integrated into a complete profit and loss analysis 
can be translatec into terms of profit graphs or breakeven charts. Management 
an be apprised of the effect of increases or decreases in volume upon profits, the 
effect of increases or decreases in selling prices on profits can be analyzed, and 
the profit effect of special sales program, facilities programs, cost reduction pro- 
grams, etc. can be properly evaluated. In addition, the various factors affecting 
turnover of investment and the resultant return can be clearly isolated and set 
up as targets for improvement programs. Segregation of fixed and variable cost 
elements to product lines, along with allocation of assets employed to product 
groupings, can assist materially in isolating “weak sisters” from the real profit 
producers of the business. 

These are only a few of the applications of information yielded by a soundly 
conceived budget program. Management badly needs the kind of advice which 
can be derived from a careful analysis of the cost characteristics of the business 
as shown up by the budget program. Needless to say, these answers are not self- 
evident. They must be developed through intelligent analysis by qualified per- 
sonnel. Because of his involvement in the establishment of budget standards 
and in the correlation of budget information, the man who is in the best pos- 
sible position to make such analyses and provide management with the advice it 
needs is the budget director and his staff. 

It is certainly evident that each of the nine steps which have been discussed 
for the design or redesign of a system of budgetary planning, and control 
could be made the subject of a paper in itself. However, if this paper touching 
on all, opens up areas of further thought and investigation and outlines a logical 
general plan of attack, then its purpose has been accomplished. Above all, it 
must be understood that failures of budgetary installations, when they occur, 
should not be regarded as having been inevitable from the start but as occasioned 
by some lack in the installation, itself. Every one of the nine steps is essential. 
You cannot miss any of the steps in a staircase and negotiate the full flight 
successfully. 
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Let's Have the Story—Quick! 


by HOWARD C. GREER, C.P.A. 


Treasurer, The Chemstrand Corporation, Decatur, Alabama 


Not just a quick closing (which can sometimes turn out to be over 
quick) but a well-prepared, well-scheduled, well-disciplined closing of 
cost and general records is recommended and described in this article, 


along with methods of reliably estimating results from initial key 
figures. The author, an experienced accountant and manager, bas in 
mind throughout that the accountant need not fail to fulfill bis fune- 
tion as reporter and editor, to bring the company's situation before 
management, promptly and succinctly. 
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r THE DRAMA OF BUSINESS management the accountant has a choice of ol ; 
He may play the financial historian, assembling with care and delib 
all the minute details of operations and results and presenting them at kis lem 
ure in a monumental compilation of accounting facts. He may, on the oh 
hand, cast himself as a news commentator, always first with the latest on how 
things are going, money-wise, and what can be expected to happen next. Shou 
he attempt this latter task? How can he perform it successfully? % 
Where any individual accountant can fit most comfortably into managem 
activities is a matter of opportunity, talent, and temperament. Some top xe 
tives have a distaste for accounting statements and financial advice. Somes 
countants have little capacity for quick analysis or astute foecene In 
cases, however, the management will welcome, and the accountant can s 
crisp up-to-the-minute summary of financial progress, which soon becos 
unquestioned source of information on what is happening and what should 
done about it. The position this gives the accountant is too attractive not to 
sought with all the ability at his command. a 
The problems are: (1) what accounting facts will be useful and (2) b 
can they be assembled and presented quickly. The latter problem is the sub 
of this paper. It will be assumed that the facts wanted are all particulars ofp Tl 
duction, shipments, and inventories; revenues, costs, and expenses; yie s a Or 
variances; turnover, margins, and earnings rates; changes in financial posiig thet 
and prospective results for the near-term future—in other words, the whole a br: 
tent of a comprehensive financial report, condensed into a thumb-nails and | 
which can be prepared in a matter of hours and presented in a matter of f the n 
This is the task. 9 TH been 
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How Soon Is Soon Enough? 


To establish the accountant’s report as the first work on results of operations, 
how quickly must he get it ready? If he is to anticipate the conclusions of an 
jlert and informed general manager, the accountant will find he has almost no 
time at all in which to reach and express his own conclusions. The top execu- 
tive who is on top of his job knows pretty much what is going on—whether the 
business is making or losing money—before anyone comes in to tell him about 
it, He soon develops short-cut methods of estimating profits, which tell him 
about what to expect when the bookkeeping is finished. To compete with this 
approach, the accountant must have short-cut procedures of his own—faster, 
better, more specific and reliable. 

The manager characteristically wants to know currently—from day to day— 
how much product is being made and how much shipped. At the end of a month 
he wants to know right away—on the first day after closing—how much profit 
has been earned and what has happened to cash, receivables, and inventories. 
And within a few days thereafter—a week or so at most—he should have all 
details of past occurrences for review with his sub-executives, to locate favorable 
and unfavorable trends, take corrective measures, make new plans. After a 
couple of weeks, past history has lost its interest for everyone but the historian- 
accountant. Today's events are of more concern than the half-forgotten occur- 
rences of four to six weeks ago. 

The reporter-accountant, then, might well make himself responsible for fur- 
nishing top management with accounting statements and reports on some such 
schedule as the following: 


1. Daily (next following day) with current 
and cumulative cata on such “key” fac- 
tors as employment, b pea = sales, 
probable earnings, and cash flow. 


2. Monthly (first day after closing) with 


tion of expected results for next follow- 
ing month. 


. Monthly (by end of first week after clos- 


ing) with complete reports on revenues, 
costs, expenses, variances, 


parisons, inventory schedules, y tors 


preliminary figures on earnings and fin- 
account details, etc. 


ancial position (cond state- 
ment and balance sheet), with projec- 





This paper will describe a program developed to meet these requirements in 
a company with which the writer is well acquainted. This concern produces syn- 
thetic textile fibers. It operates two manufacturing plants, a large research center, 
a branch waze::ouse, and several sales offices. It employs close to 5,000 people, 
and has a multi-million dollar volume and investment. In this company, keeping 
the management promptly and fully informed on all financial developments has 
been a challenging task. Experience has demonstrated that the job can be done 
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and that it is not unduly burdensome. The essentials of success are ig 
forethought, and close application. The penalties in stress and strain are ¢ 
balanced by the gratification of achievement and recognition. 


Choice of Methods 


In the march toward the goal of prompt reporting, two distinct avenues of 
approach are always open. One is the use of ordinary bookkeeping techniques, 
strongly accelerated by every practical means. The other is the 
, independent measures of operating results, providing close estimates of — 

tant profit factors, subject to later verification when “book” figures become 
able. Both lines of attack on the problem can be advantageously employed. — 

Double-entry bookkeeping is a beautiful technique, and its intrinsic merits an 
hardly be over-emphasized. It imposes one handicap on the news reporter: ina 
complex operation its processes tend to be somewhat slow and a little cumber- 
some. For a final proof of the mathematical accuracy of the integrated stale 
ments it has no peer, but for quick summation of overall results it is not so well 
adapted. Fortunately there are other means of evaluating results, and the me 
porter-accountant will find it necessary to use them. 

First attention, however, may well be given to the problem of speeding up the 
month-end bookkeeping. A leisurely closing procedure, with which many com 
cerns seem contented, gets the work done sometime after the middle of the fok 
lowing month. Completion on the “tenth working day” is considered quick work 
and final reporting by the “third week” nothing that calls for apology. 

In the subject company it was decided that standards like these were far too 
liberal to be either defensible or practical. From the beginning of its operations 


the standard “‘closing date” was gradually crowded back, a day at a time, till now 


it has been established at the fifth working day after the closing date. The pro 
gram calls for completion, by that time, of all entries, postings, and account bal 
ancing, and preparation of at least the master copies of all statements, tables, and 
analyses which make up the monthly financial summaries (some textual comment 
may not be finished till the following day). 

When it is appreciated that this involves not merely the fundamental book 
keeping work but also the development of 22 general financial statements, more 
than 150 departmental cost statements, and 15 or 20 related statistical 
(listed for illustration in Exhibit 1), plus the concurrent review of this 
by several dozen area supervisors and department heads before issuance, 
acting demands of the program will be apparent. What steps are 
carry it out? 
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Notes 


Number of financial & operating ‘statements, 36; number of cost & statistical 
reports, 146. Consolidated statements (Tables 1, 11, and 12) not completed 
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until Monday second week, all others Thursday or Friday first week. 





Fiscal Periods and Cut-off Dates 


The first observation of an accountant committed to this task is that the con- 
ventional calendar is very ill-adapted to his purposes. Months are not only of 
varying lengths, including different numbers of working days, but they end at 
random on every possible day of the week, without logic or pattern. Since effi- 
cient period-closing procedures must be carefully integrated with inescapable 
regular weekly tasks (e.g. pay roll preparation), the whole effort becomes intol- 
erably complicated and confused if week-ends and month-ends have no predic- 
table relationship. 

The simple solution is to adopt, for accounting purposes, a “fiscal month”, 
consisting of a specified number of whole weeks and thus ending always on the 
same day of the week. Such fiscal months can be uniform four-week periods (13 
to the year, all of equal length), or a series of periods consisting, in turn, of 4, 
4, and 5 weeks (producing four 13-week quarters and maintaining a rough cor- 
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respondence between fiscal periods and calendar months). The latter alter 
was chosen in this company. Either is satisfactory for quick-closing purposes, 
The next step is the selection of “cut-off” dates at or near the end of each 
period, for such basic factors as sales, production, pay rolls, etc. In the cag 
under consideration it was decided to accumulate sales up to Friday night (aos re 
mally no shipping on Saturday or Sunday) and production and pay rolls up y e 
Sunday midnight (plants operate around the clock, 365 days a year). 
are finished before work stops Friday evening, and summarized either utd es 
ning or the following day. Production data are assembled Monday morning, and 
pay rolls are completed (and distributed) Tuesday evening. These times fix the 
schedule for the remaining work. ‘g 
Because bookkeeping necessarily concerns itself with details as well as essen- 
tials, the next step is to program the summarization of data having greatest vol. 
ume and variety so that it will not hold up processing of entries and reports. 
Summarization of vouchers payable, labor time tickets, and stores requisitions, 
should be completed at the earliest possible date—preferably before the end of 
, the period. In this company it was concluded that the validity of the statements” 
would not be impaired if vouchering was stopped on Thursday evening, and dis 
tribution of stores requisitions and maintenance labor time tickets was concluded 
at the same time (with the Friday charges carried as “undistributed maintenance” 
until the following month). In this way all distributions except production, in 
ventories, and pay rolls are ready for use the first thing Monday morning, with 
the entire week then free for completing the cost reports and financial stetements, 


Work Assignments and Time Schedules 


Inasmuch as the statements prepared embody upwards of 30,000 individ 
items and involve perhaps 10,000 separate computations (in addition to the 
background recordings and calculations on which the statements rest), it is obvi 
ously necessary that the work be subdivided into as many segments as practic « 
so that many people can be engaged on it simultaneously. A brief description of 
the accounting organization and its functions may be helpful to an understanding 
of how this is done (a list of the statements issued was given in Exhibit 1 
sample cost report form is illustrated in Exhibit 2). ‘ 

Work assignments parallel the subdivisions of the operating accounts. TP 
primary break-down is into three groups—a “gross margin” section for eact 
the two manufacturing and sing units (under the respective plant acco 
and an “overhead expense” section for research, administrative, marketing, 
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financing expenses (under a head office staff accountant). Each plant, in turn, is 
subdivided into segments for reporting (a) product sales, costs and margins, and 
(b) costs and variances for production, utilities, services, and maintenance ac- 
tivities. Each segment balances out its detailed reports against its own control 
account, and the results for each cost center group are reported separately by the 
area accountant to the area supervisor, independent of what goes on elsewhere. 

Monday morning the cost men responsible for records of production activities 
start work on production and inventory data—assigning values to inventories of 
work in process and intermediate products, reconciling book and physical inven- 
tory data, calculating materials consumption and yields, figuring output rates, etc. 
Two days are allowed for this work. Cumulative data have previously been sub- 
totaled up to the end of the preceding week, so that only the week-end produc- 
tion must be added. Book inventory figures are used wherever available, with 
most physical checks on a “cycle” basis at times other than the month-end. 
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Meantime, the cost men responsible for records of utilities and se 
preparing inter-center “charge distributions,” to provide the production cost 


with the amounts which their activities must absorb for such items as steam . 
tricity, water, laboratory service, clean-up, supervision, etc. Cost standards have 
been established for each service unit, and inter-center charges are set up on this 
basis. Thus the distribution can be made before the actual cost for the indi 
center has been computed. Care is taken, however, to adopt a close-out se 
which facilitates compiling actual costs with a minimum of delay. For ex 
maintenance is first distributed to all centers, utilities to all centers except ma 
tenance, services to production only, avoiding cross-entries and the con P 
inter-dependent accounts. This is a simple, practical, and useful device, 

Wednesday morning the labor distribution is ready (figures for the first thie 
or four weeks have been compiled previous to the closing date, with amounts fe 
the final week added to the compilation on Tuesday evening). The wages 
is entered on the report for each cost center, and the accountant can now f 
to complete his report. This involves calculating the standard, allowed, 
tual expense, for each of 20 to 25 cost subdivisions (materials, labor, 
power, services, insurance, taxes, depreciation, etc.) and developing the 
group variances attributable to (a) efficiency and (b) other causes, plus ne 
statistical data on yields, output per machine hour, labor proficiency, andthe 
(entered on the reverse side of the cost report form illustrated in ee 

This is a big job, but when efficiently organized and adequately su 
can be handled very fast. In big Plant A, with a multi-product output aa it 
90 cost centers, there are 8 area cost men and 2 general supervisors, with a like 
number of clerical assistants. In smaller Plant B, having a single product of * 
cost centers, the work can be handled by 2 cost men and 1 clerk. Overhead & 
penses, in some 40 subdivisions, are compiled by a single accountant with + 
nominal clerical assistance. 

The cost reports are written up in long-hand on pre-printed “duplicating ma 
ters”. These are supposed to be finished and ready for review at the area supe 
visor level by Thursday afternoon (114 days after the last entry is reo 
Any gross errors disclosed by the joint study of the figures by the area acco 
ant and area supervisor are corrected before the story goes any farther. On Bie 
day the reports are duplicated, assembled, and distributed to all concerned (pla 
superintendents and department heads can take theirs home Friday 
while plant managers and the executive mtn he 
panied by a textual summary from the plant accountant in charge). 
time table is shown in condensed form in Exhibit 3. 
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CLOSING SCHEDULE 


Cut-Off 
Primary Record Time Summary of Report 


Vouchers payable Thu. p.m. Voucher distribution 

Stores requisitions Thu. p.m, Maint, job charges 

*Time tickets Thu. p.m. Maint. expense distrib. 

Sales invoices Fri. p.m. Sales summary 

Wage earnings Sun. p.m. Pay roll, incl. distrib. 

Production Sun. p.m. Production summary 

Inventories Mon. a.m. Inventory schedule 

Journal entries Tue. p.m. Cost reports 

Ledger closing Wed. p.m. Financial statements Friday 


*Maintenance labor only; all other labor charged out on pay roll distribution. 














EXHIBIT 3 


This is par for the course. An extra stroke now and then is not to be avoided, 
but.a good crew should be able to shoot in the low 70’s every time out. Holi- 
days, illnesses, machine breakdowns, and clerical blunders,. occasionally cause 
delays, but they can be offset by tight supervision and extr- effort, and usually are. 

The program should be laid out to eliminate any scheduled overtime. If this 
is done, some overtime hours can be applied when necessary to compensate for 
personnel or equipment failures, or bad luck of other kinds. In Plant A of the 
company mentioned, the maintenance distribution has to be run om Saturday and 
the pay roll distribution Tuesday evening, but these are the only jobs scheduled 
outside of regular working hours (the few machine operators involved get com- 
pensating time off later in the week). 


General Accounting Work 


While all this is going on, the general ledger section is equally busy. It is not 
necessary, of course, to complete the bookkeping before the reports are prepared, 
but when the job is finished the two sets of figures must be in agreement. In 
practice, an effort is made to balance out each section of the reports with its 
control as the wor'x proceeds, with the final trial balance coming off about the 
time the income statement and balance sheet are put together. 

All accounting cata are written up on pre-numbered standard journal entries, 
one for each type of transaction (vouchers, sales, cash, accruals, etc.), and the 
figures developed from the various primary sources become simultaneously the 
basis for the cost reports and the book entries. Preparation of entries by the 
general ledger section continues until Tuesday evening (with the pay roll distri- 
bution the last item recorded). After that, no journal entries affecting the cost 
controls may be originated from the ledger (any last-minute items that show 


DECEMBER, 1935 499 





up in the general accounts are “suspensed” till next month). The cost 
itself may, however, put through adjustments (disclosed in report p 
until as late as Wednesday evening. 

Working with the ledger figures, and with data furnished by the cost 
each plant accountant must complete, on Friday, the three major reports oa ‘ 
results of his plant's operations, namely: (1) sales revenues, product costs, and 
gross margins, current and cumulative, with budget comparisons, (2) sales dl. 
ume, price, standard cost, and margin contribution for each type of pede 
manufacturing, purchase, and inventory variances, by cost center and by ex 
component. This last one is the real “lulu,” involving the final reconcili 
and interpretation of everything that has gone before, and by the time it is 
ished on Friday evening the plant accountant in charge will feel that he is 
entitled to Saturday and Sunday off. 

At the head office, the chief accountant is pulling together the control f 
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from his outlying plants, branches, and sales offices, and clearing the interplant” 
entries to the local accountants concerned. All data on income, expease, inves. 
tories, and property accounts come from the individual plant and staff nt 
ants; figures on cash, receivables, and financing charges are supplied by a 
treasury section. Consolidated results and position data are furnished to the chief 
financial officer in “draft” form on Friday afternoon, then typed up and ses 


mally reported to the president the following Monday. 


Necessary Preparatory Activities 


Any experienced accountant will recognize that such a goal cannot be 
merely by Jast-minute enthusiasm and effort, no matter how great they may] 
A sine qua non of success in such an undertaking is thoroughgoing, : 
lously careful advance preparation for the task, with every possible step 
ahead of time and every minute of the closing period reserved for some 
feature of the month-end work. Nothing must be left for the final days if tam 
be done in advance. Nothing must intrude on the crucial period unless it @ - 
tributes importantly to the job at hand. . 
The first attempts to meet early deadlines are almost sure to disclose work t ; 
has to be done now though it could just as well have been done earlier. Ac 
list of matters to be attended to before the closing date arrives will include the 
following preparatory steps, which cannot be neglected: , 
t. Head up all report forms, data summaries, calculation formulae, work sheets, 
entries, and posting media, leaving for insertion only the amounts. : 
2. Prepare actual entries for all items determinable in advance (e.g. insu:ance, tax, 60 


ciation, and amortization accruals and write-offs, fixed rental and iaterest c , 
sion contributions, professional fees, scheduled contributions, znd other ) 


500 N.A.C.A. BU. 





feta 3-45 
ae 


4 


Calculate in advance all allowances which either must or can be approximated (e.g. 
: monthly salary totals adjusted to a fiscal-period basis, “fringe benefit" provisions based 
on payrolls, purchased fuel and energy charges). 
uletive sub-totals through next-to-last day on all significant data reported daily 
’ ie coedesttin, sales, ate > withdrawals), so That only pa or two days’ figures must 
be added after the closing date. 
5. Post on the actua! report form all figures obtainable in advance (e.g. budgets, standard 
unit costs, prior period data, known fixed charges). 


lative statistical data on minor items through preceding period only (thus 
. eden lachanincte calculations after actuals for current period have been fo Pry 


1, Set up inter-center charge re-distributions at pre-determined amounts, wherever relating 
them to current factors is not of major importance. 

Other valuable preparatory work includes scanning the voucher record for 
unusual charges as the month proceeds, so that abnormalities in the recorded re- 
sults may be avoided by “spreading” or “smoothing” items paid in one period 
but applicable to several. Similarly, the most satisfactory treatment for major 
accounting adjustments (e.g. inventory shortages and re-valuations) should be 
determined in advance, so that reports will not be delayed by last-minute debates 
on the subject. Most of the typical “hold-ups” in completing the statements in- 
volve issues that could have been settled beforehand, had some attention been 
given to the problem at the appropriate time. 


Use of Preliminary Estimates 


Most of the foregoing discussion relates to speeding up the conventional proc- 
ess of compiling and reporting financial data—doing the regular bookkeeping 
job but doing it faster. This is all very commendable, but it does not fully meet 
the requirements of the accountant’s job as an on-the-spot, up-to-the-minute 
news reporter. The alert and attentive manager wants to know about his results 
just as soon as the period has ended. What can the accountant do to supply that 
information ? 

Faced with this problem, most people with accounting experience tend to seek 
ways to accelerate further the normal bookkeeping process. They think of how 
entries can be made up and posted earlier. There is a temptation to set back the 
“cutoff dates” (to allow more time for the work), thus developing a statement 
that can be presented earlier in the month but only by omitting the occurrences 
of the last several days of the period ostensibly covered. This is misleading 
and futile. 

An alternative is to develop a statement of results by a non-bookkeeping ap- 
proach—i.e. deterrnine the probable components of the income statement and 
balance sheet by independent observation and reasoning. An accountant who has 
never tried this may be surprised to find how easy it is to reach a rough approxi- 
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mation of earnings, assets, and equities, without reference to any j oun 
or ledger account. He may be even more surprised to find that the boss } 
ready done it, using a few basic facts that are quickly obtainable the day af 
period ends. A top executive's reasoning may easily go like this: 


“Last month we sold 10,000 units and the plant turned out 12,0004 _ 
against a rated capacity of 15,000 units. Margin over standard plant cots 
normally runs about $4 per unit; that means our gross margin would haye 
been about $40,000 if there had been no unfavorable production variance 
Efficiency has been pretty good, but our fixed costs are about $3 per unit 
and for the 3,000 units we were short of full production we'll : 
show factory expense unabsorbed by about $9,000. That leaves an 
gross margin of $31,000. 

“If I take off $12,000 for selling and administrative, and $1,000 for 
bond interest, that will leave a pre-tax profit of $18,000 and net 
maybe $9,000. Ho-hum—thought we'd do better. Still, last month 
$7,000 on a little less volume, so $9,000 is probably about right. “a 
see how it checks with the accounting figures 2 or 3 weeks from ow, : 
can remember it that long.” be 

The point is that an estimate of this kind, intelligently made on the 
experience and insight, is likely to be reasonably accurate, and good 
all practical management purposes. The “book” results, when finally reported, 
may not express the truth with any more precision than a careful estimate which 
gives due weight to all really significant factors. All accountants know that 
superficial exactness of bookkeeping data is highly deceptive. The chi 
grinds out only what is fed into it, and every company’s accounts are as fallible 
in content as they are unimpeachable in method. a 

This furnishes a double reason for the accountant to adopt the boss's , 
with the numerous refinements he can so readily apply—first to appropriate 0 
himself the task of making the estimates (since estimates are bound to be 
and, second, to provide a check on the soundness of his conventional 
procedures (since a discrepancy may as easily reflect on the bookkeeping & 
the estimating). Reluctantly or eagerly, as his bent may be, he should set himself 
the task of presenting the results, in preliminary form, by evening of the : 
day after the period ends. : 


‘Tess 


Income Determination 


What are the factors affecting income and how can they be reduted to rs 
measurement before the entries are posted and the account balances dete 
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In a typical industrial enterprise they are surprisingly few, and most of them 
can be evaluated quite accurately with a minimum of investigation and study. 

Start with gross revenues, which will usually be chiefly from sales. As soon 
as the last invoice has been issued, the sales total can be determined with exact- 
ness and in whatever classifications may be needed. Returns, allowances, and 
bad debt provisions are also quickly determinable (they can be cut off a day 
early if need be). Outbound freight may be a little troublesome to calculate, but 
any orderly method of keeping track of it will provide a good figure right away. 

Next comes cost of product sold. The cost at standard is easily available, fig- 
ured either as an average for the known product mix or item-by-item as the sales 
recording has proceeeded (if necessary due to wide variations between items). 
The production variance component is more difficult to calculate, and deserves 
the special consideration given to ii in subsequent paragraphs. 

Overhead expense—research, engineering, administrative, marketing, etc.— 
should not vary much from established budget limitations, and usually can be 
pre-determined with considerable accuracy. In ordinary course, none of these 
items is likely to fluctuate violently from period to period. If a sharp change 
does occur, it will ordinarily be due to special developments against which the 
accountant should be forewarned and forearmed. Extraordinary deviations from 
normal may relate to the operations of a period much longer than a month, and 
may thus require some “equalization” or deferral, not a sudden. lump-sum ex- 
pense charge of abnormal amount. 

Interest and amortization charges are in line with a known pattern and can be 
foretold with precision. Income tax provisions are a function of pre-tax income 
and offer no problem. There remains, then, merely the difficult job of estimating 
the production expense variance, and such associated variances on purchases and 
inventories as may require accounting recognition in this period. 

What this boils down to, of course, is the rather obvious fact that management 
should know, anc can easily find out, how much profit will develop from any 
given volume of sales if product costs are at standard and overhead expenses as 
planned. The only uncertainty is: how much did actual manufacturing costs 
differ from standard? Answer that question and the problem is solved. 


Estimating the Production Variance 


What are the factors which cause costs to exceed or fall short of their pre- 
determined standard? The two influences most commonly identified are effi- 
ciency and volume. In the first class fall gains or losses in materials utilization, 
product yield and quality, waste and scrap percentages, worker efficiency, down- 
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time, length of run, power consumption, and the like. In the latter o 
the fixed charges under-or-over-absorbed due to production levels 
higher than those on which the standards are based. 

The volume variance for any period should not be too difficult to estimate. 
amounts to the standard fixed expense component per unit times the nun 
units by which actual output fell short of (or exceeded) the standard quantity, 
Where the entire factory is engaged in an integrated, continuing process, termi, 
nating in the production of a single finished product (e.g. synthetic fiber peo 
duction), with all the constituent processes geared to a fairly consistent Output 
level, the volume variance can be estimated for the plant as a whole. Where 
various departments are independent and run at different levels, the volume varie 
ance may have to be calculated for each department separately. This is more 
work but involves no serious difficulties. i 

The efficiency variance is more troublesome to estimate, involving too many 
elements to permit of a simple solution. The most practical approach may be 
to take last month’s experience in each major cost center and solicit an educated 
guess from the area accountant and area supervisor as to how much better or 
worse things have been recently. Where day-to-day reports are compiled oa 
yields, waste, idle time, and the like, these may furnish a guide as to the overall _ 
result which may be expected. This item may tend to become a pure guess, but 
it is noteworthy that in no other phase of the estimating job must unaided 
guess-work be employed. 

Further light may be thrown on the reasonableness of the production nna 
estimate by an analysis of its make-up by types of expense. The actual workin. 
process input by elements can be rather quickly determined from material usage 
summaries, pay roll distributions, and expense vouchers. If the amount flowing 
into or out of process inventories can be approximated (from Sea 
ventory data), the remainder will represent the actual cost of product made. 
comparison with the standard cost of product made (similarly resolved into‘ 
pense components) will provide a break-down of the variance by class of @ 
pense, with inspection providing a test of the plausibility of the result The 
method, illustrated in Exhibit 4, is not universally applicable, but of 
some circumstances. 

The “variance estimate” is, of course, only one of several possible approad Y 
to the determination of “cost of goods sold”. Under some conditions a figit 
can be derived by taking total work-in-process input and estimating the i 
tory increases or decreases at levels, including finished goods, This m 
often. quick and easy, and reasonably accurate, but affords less basis for 
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ILLUSTRATIVE VARIANCE ESTIMATE 


Standard Cost 
Quant. Made Per Total Estim. *Proc. Fin. s 
pes. Unit Ant. 


3 Qutlay Invty. Gds. Ant. 
¥fg. Cost: — ae 


Materials .... $. $ %6 
14 os 


Fuel & Energy . - -O4 120 15 
Supplies 02 60 ( 5) 
Insur.-Taxes. . - -03 90 127 37 
Depreciation. . .08 240 Tl 


$ .42 $1,230 $237 


Actual Cost Variance 


Note = All figures hypothetical - for illustration only 
# Assumed 200 units half complete 
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EXHIBIT 4 


quent re-checking to account for discrepancies—one of the most valuable fea- 
tures of the entire program, as noted in the concluding comments which follow. 


Testing for Reasonableness 


Income statements, to gain acceptance, must “make sense” —that. is, they must 
tell a story which sounds plausible to those in charge of the business. If trends 
are favorable, managers expect to see profits increase; if accounting reports show 
the contrary, they become suspect, unless supported with persuasive explanations. 
Preliminary estimates are especially vulnerable to attack, and thus are in par- 
ticular need of stout defense at every point. 

This merely emphasizes the importance of what should be the core of all esti- 
mating procedure—-a search for figures which express the expectable result of 
known activities. In this effort the accountant must use his comprehension, in- 
sight, and astuteness to arrive at the answer, instead of placing reliance exclu- 
sively on mechanical recording procedures. Clearly, he must understand the 
business, be in touch with all significant developments, and know how to evaluate 
the factors involved. He must think like a manager, talk management language. 

Fortunately for the accountant, there are usually several available tests of the 
reasonableness of a preliminary income estimate. Certain ratios come to be ac- 
cepted as normal. Any wide deviation arouses question. Changes from the pre- 
ceding period should be explainable, item by item. Differences between results 
a now estimated and as previously projected for the period (either in the 
original budget or in a month-to-month forecast) will require comment. 
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I INCOME COMPARISONS 


Curr. Mo. Ov. (Und. ) 
Forecast Forecast 
Sales: ee oe eens 
Quantity (pes.) ...- 4,000 (_ 500) 
Gross Value $2,400 $( 300) 


Allowances ) 100 - 
3D) 
$( 205) 
) 
Gross Margin 3 $(_ 232 ) 


Overhead: 
Research 
Administration 
Marketing 


Cost of Goods: 








$(_ 127) 
(_70) 


zo]) 


Note - All figures hypothetical - for illustration only. 











For this purpose the income statement must be condensed into a very ‘ 


items, each reflecting a group of activities of homogeneous nature and, 
table behavior. A comparison of each item (i.e. group sub-total) with 
pected amount, and with its actual amount in the preceding period, will: 


disclose any abnormalities that require investigation. A work-sheet form se 


for this purpose by the subject company is presented in Exhibit 5, t 
illustrative figures are purely hypothetical and have no relation to the aff 
this particular business. 

The analysis is simple. An increase or decrease in sales volume should pr 


duce a corresponding change in gross margin at standard. An increase cde 


gs 


crease in production should have a predictable effect on volume variance” 


improvement or deterioration in operating performance should be re 
the efficiency variance. Only substantial, known alterations in the reseatdy) 
velopment, and promotion programs should cause wide fluctuations in ¢ 
expenses. Extraordinary charges of large amount should not take the aca 
by surprise, since such events necessarily cast a shadow before them. 

With these tests available for checking preliminary estimates, it is 
short step to the forecasting of results in similar terms. Given a sales 
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snd a production estimate for the next succeeding period, the accountant can 
quickly construct a projection of the income which should result. 

The preliminary figures furnished to the manager on the first day of the month 
will be doubly interesting if the results for the period just ended are enriched 
with comparable cata on what may be anticipated in the period just beginning. 
This is not a prediction (which accountants abhor). It is a projection of the ex- 

result at a given activity level if attained (which accountants must con- 
stantly prepare if they are to be of maximum usefulness to management). This 
forecast can then be used from week to week during the following period to esti- 
mate the profit being earned, as data on current shipments and production be- 
come available. 


Post-Checking the Results 


Businesses differ and methods must be adapted to conditions. The foregoing 
comments have been based largely on the experience of a single company in a 
single industry. The suggested methods may not be applicable, in particular, to 
any other enterprise, though the general line of attack can be successfully fol- 
lowed in almost any line of business. A versatile and ingenious accountant can 
present a good preliminary income statement and balance sheet on the first 
working day after the closing date, and can finish all his bookkeeping and all his 


statements four days later. With modern electronic computing equipment, he 
will soon be able to do even better. 

With a lapse of only four days between preliminary and final statements, even 
a bad blunder in estimating will go uncorrected for only a short time. Even 
when the interval is longer, serious damage is unlikely to result. In one large 
enterprise with which the writer has been associated, the directors for years have 
made all their decisions on the basis of preliminary figures presented at a meet- 
ing soon after the beginning of the month. Final “book” results have never been 
sufficiently different to merit attention. 

An important thing to remember in this connection is that the preliminary fig- 
ures may be, for management purposes, fully as dependable as those later devel- 
oped from the “books of account”. Discrepancies may indicate, not that the 
estimates were bad, but that the bookkeeping was bad. A thoughtful analysis of 
“period accounting” in the average concern is likely to disclose rather shocking 
distortions of fact in the stated results (charges “doubled up” or omitted, rev- 
enue and cost items improperly matched, long-term expenses absorbed in a single 
Petiod, outside service charges picked up at random as invoices filter through, 
program changes altering the proportions of capitalized engineering and devel- 
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opment charges, and so on). It is idle to pretend that bookkeeping « 
unimpeachable merely because they are mathematically accurate; too much 
dence to the contrary is readily available. : 

Not the least valuable attribute of preliminary figures, accordingly, is the ap- 
portunity they afford for a post-check of the two sets of data, to determine what 
differences exist and what they mean. This job should be done faithfully and ig 
detail, for out of it will come a far better understanding by the accountant of 
what is in his statements and how it got there. Every discrepancy represents 
either an oversight or inaccuracy in the estimating procedure, or a distortion ig 
recorded results stemming from accident or neglect in formulating the book 
keeping entries. The accounts should have no secrets from the accountant, 

With care and practice any discrepancies of significant amount should gradu: 
ally disappear. Preliminary income estimates should differ from final book fig- 
ures by not more than one to one and one-half per cent of gross revenues, per 
haps five to ten per cent of net profit. If the usual discrepancy is within those 
limits, an occasional variation of twice the normal amount will do no damage, 
and should merely alert the accountant to the presence of factors he does not 
fully understand. The fear of ignorance is the beginning of wisdom in this en 
deavor, and no accountant should rely comfortably on what his books say wales 
he can demonstrate that they are telling the truth. 
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Ingredient Costs of Paperboard 
for Folding Cartons 


by WILLIAM F. YEATTS 


Plant Accountant, Thames River Division, Robert Gair Co., Uncasville, Conn. 


This paper concerns the methods available—and their relative prac- 
sicability and serviceability—for costing the material element of paper- 
board, known as “furnish.” It is pointed out that, although in manu- 
facture, paperboard making is a strictly process-type industry, conditions 
of sale of various grades (made in sequence on the same machine) 
give it a job-type character, too. Most attention is given to the use of 
standards, with indication of their virtues and shortcomings in the 
circumstances and the possible preferability of estimated job-costs. 


saan PAPER in its various forms is the principal raw material used in the 
manufacture cf paperboard. Pulps, chemicals and colors are added in vary- 
ing degrees. As to the manufacturing operation, itself, paperboard produced for 
folding cartons, to which this article is confined, usually consists of four parts, 
namely, a top liner, underliner, filler, and bottom liner, built up in plies or 
layers on a cylinder type paper machine. Each part is prepared from a furnish 
developed especially for it, so that the finished product will conform to the 
customer's specification regarding finish, ink penetration, color, bending, rigidity, 
mullen, tensile and other tests. Moreover, each part has its own distinct quali- 
ties and properties and requires special stock preparation equipment, mixing 
beaters, refiners, storage chests and screens. The individual parts are combined 
and made into a single sheet of paperboard when they reach the “wet end” of 
the paper machine. 
A few preliminaries are necessary if the material on cost development is to 
be readily understood. The following introductory terminology may help the 
reader: 


Paperboard—A paper of more than .012 of an inch in thickness. 
Furnish—Formula or ingredients of a mix or batch. 


Folding Carton—A light weight boxboard (paperboard) printed, cut 
to specified size, creased, pasted along one edge and shipped flat 
to the customer. 


Broke—Converting spoilage. 


Runs—Various customers’ orders containing identical specifications, with 
exception of caliper, which ap te manufactured as a group 
from the same furnish. 
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As already indicated, paperboard is manufactured on « continuous pa 
basis. Once the paper machine is set in motion, it runs 24 hours a day fog 
tended periods before shutting down. Customers’ orders are so p 
transition between grades and calipers is minimized as much as pe to 
reduce “off-standard” production losses during the change-over from Be made 
and caliper to another. Also, preparation of the furnishes must be coordinated 
so that the four parts of the board reach the machine simultancoul 

into account the fact that the stock preparation time may vary for each part, : 

















Process Costs Usually Not Adequate 









The cost accounting methods commonly in use in industry are available 
paperboard mill accountant. Process costs may be used in some instances wi 
the production for a given paperboard machine results in a product of unifom 
quality during the accounting period. For example, a paper machine m3 
exclusively to the production of corrugating material would fall into this ¢ 
gory, because there is no need to distinguish, cost-wise, between the various li 
produced, All orders would share in the costs incurred on a per-unit-of prada 
tion basis. It then becomes a relatively simple matter to bring together the tm 
of materials consumed, labor expended, and the burden costs applicable 
accounting period, to arrive at the total manufacturing costs applicable the 
production for the same period. However, as the qualities of us 
for folding cartons varies from order to order or run to run, the 
costs for a period over the product for the period is not adaptable. 





















Actual Order Costs Pose A Difficulty 






Paperboard for folding cartons will usually be costed on a specific | j 
order basis. The accountant must then choose between an actual, standand, & 
an estimated cost system. Each of these methods has certain advantages 
disadvantages. If the process of manufacturing were such that the four 
preparation systems were furnished with the required quantities, the paper! 
chine started up, the run completed, the production measured, and the pt 
machine shut down until the next group of four batches was prepared, am : 
cost basis would be the simplest method of obtaining accurate costs. 
is neither practical nor economical under the circumstances. Once the p 
machine starts up, it should be run continuously for the duration of the plant 
schedule. This makes it difficult to relate consumption of raw materials forte 
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purposes of costing on an actual basis. Stock preparation requires varying 
periods of time for each cf the four parts of the board before they come to- 
gethes on the paper machine. Due to this time problem, successive orders un- 
doubtedly will contain some portions of the furnish from both. It is then neces- 
sary to arrive at 2 basis of deciding what was produced by what material. Both 
succeeding and preceding runs must be taken into account. 

When the orders are small, say four tons, the interim or odd lot production 
may amount to one or more tons. Unless the allocation is accurate, a sizable 
material cost error may result when using the actual basis of costing. As the 
length of the orders or runs increase, the margin of error for the factor decreases. 
Remembering that orders are planned so that the transition or changes from 
one order or specification to another is minimized, the possibility of using the 
same furnish for one of the parts on the next order is always present. In prac- 
tice, this is more the rule than the exception. This makes it all the clearer that 
an allocation of consumption of the ingredients for the particular furnish must 
be made between the two or more orders involved. 


Standard “Furnish” Costs — Possibilities and Pitfalls 


The variables involved in developing standards require careful scrutiny and 
a big assist from the technical staff if such costs are to be worked up. When 


we remember that the principal raw material used in the manufacture of paper- 
board is reclaimed papers in its various forms, it can be recognized that a uni- 
form grading becomes essential on the part of a waste paper dealer and, in 
turn, proper gracling on the part of the receiving personnel of the paperboard 
mill. This is particularly true in that there are as many as one-hundred or more 
grades of waste paper. Each grade may have a different retention factor or 
shrinkage percentage, which must be taken into account when developing the 
standard units ef the material required per unit of finished paperboard. (Foreign 
matter, loading, gummed surfaces and other such items contribute to this shrink- 
age percentage.) Laboratory tests are required to determine the retention fac- 
tors pertaining to the various grades of reclaimed paper. 

In addition to the inherent losses present in the raw materials, a develop- 
ment of the necessary operating spoilage percentage is required in preparing 
standards for units of material required per unit of finished production. Operat- 
ing losses may occur as a result of the following conditions: 

1. Paper machine breaks. 3. Trim. 
2. Sewer losses. 4. Screen rejects. 
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The greater portion of the operating spoilage finds its way back into. 
tion, but it can be salvaged only as the lowest furnish specification. The 
requirements, therefore, for the part on which this furnish is usable 
reduced to the extent that provision is made for the operating spoilage. 
The accuracy of standard costs also depends on the ability to maintain st 
manufacturing conditions. Caliper deviations of the several parts will materially 
affect the costs. To Sane Senet o Spee: ee 


made up as follows: 
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If the caliper of say the underliner should vary .0005”, this would represent 4 
material deviation from standard of 1634 per cent for that part of the furnish 
and, very possibly, would also represent an equivalent deviation for another par 
Storage facilities and availability of specific grades of reclaimed paper fre 
quency affect the cost picture when standards are used, because of the possible 
need to substitute one grade of paper for another. Substitutions for the standard 
grades could result in the reduction of costs but, more likely, the reverse would 
be true. When standard furnishes are established, consideration must be given, 
to the selection of the best grades of paper stocks at the lowest possible out 
which will result in the finished product meeting or exceeding the customers 
specifications. On the basis of this premise, grade substitutions would be likely 
to be of a higher quality at a higher cost. Furnish revisions are sometimes nee 
sary during the run in order to maintain specifications. Although the ingrede 
ents of a standard furnish would normally result in a finished product of the 
required quality, occasional lots of reclaimed paper may be below the usuil 
specifications and substitutions become necessary. ‘h 
In short, standard costs may be developed and used but do give rise “uae 
of variances (when compared as they should be, with actual costs) which 
exceedingly difficult to measure. These sources of variance have been i 
fied and described above as: 


1. Retention percentage 4. Substitutions 
2. Operating spoilage 5. Furnish revisions 
3. Caliper variations 
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Using Advance Estimates for “Furnish” Costs 


In order to take into account current conditions, current estimates may pro- 
yide a means of cbtaining more accurate costs than established standards. The 
furnish would be identified prior to the run by the superintendent or laboratory 
and would take into account such factors as availability of materials, quantities 
of materials on hand and delivery dates of materials prior to and during the run. 
On the basis of this information, a realistic furnish requirement could be devel- 
oped. 

Yet, the accountant may find that, in spite of this determination, substitutions 
have occurred during the run. On the basis of the actual consumption records, 
a revision of the estimated furnish can be made by the accountant so that the 
substitution is reflected in the requirements per unit of finished production. 


Two Ways of Computing “Furnish” Requirements 


Several methods of computing furnish requirements may be used. Assume 
that a formula, either standard or estimated, for the specific grade contains the 
following materials for one of its parts (top liner in this case): . 


Top Liner Pounds 


Pulp No. 4 
Paper stock No. 2 
Paper stock No. 73 
Chemical No. 3 
Chemical No. 5 

















Per batch 





The total caliper of the paperboard, say, is .020” made up as follows: 


Caliper Per Cent Pounds/Ton 


Bee ese 004” 20.00%, 400 
Under liner ..................-- ; 15.00% 300 
50.00% 1000 

15.00%, 300 

2000 


100.00%, 


One method of obtaining the standard pounds required per ton of finished 
production would proceed as follows: 
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Percent Retention 
25.00% 95.00% 
Paper stock No. 2 ........ 44.00%, 5.00%, 


Paper stock No. 73........ 79.00%, 
60.00%, 


Chemical No. 5 None 


Poa wo 


Yield 
after 


pa operating 
spoilage 


spoilage 
23.75% 
37.40%, 
20.54%, 
1.50% 
None 


win: 
@: . 





83.19% 


487% SM 


In this illustration, each ingredient in the batch is expressed as a 
of the total (second figure column above). The basic shrinkage, or retention, 
is then applied, percentage-wise, to the applicable percentage of the ingredient 
to the batch, resulting in a yield before consideration of subsequent 
spoilage. By totaling the yield of each ingredient, a figure is obtained wi 
represents the total material retained out of the total furnished. Next, 
eration must be given to operating spoilage. Assuming a 10 per cent be 
it is necessary to apply a further reduction to the total yield of 83.19 perc 
which becomes 10 per cent less, or 74.87 per cent. Inasmuch as there 
400 pounds of this part (top liner) for each ton of finished product and 
74.87 per cent of the part remains after processing, it is necessary to 
534 pounds of the top liner batch ingredients to obtain the necessary 400 pou 
included in a ton of finished product (400 divided by 74.87%). The § 
pounds are then distributed over the ingredients of the batch on that 


the per cent of each to the total. 


The corresponding computation would be completed for the under fi 
filler and bottom liner. In the case of filler, however, provision would be m 
for the salvaged quantity representing operating spoilage. Assume that it ws s 


found that 1400 pounds of filler furnish (equivalent to the 534 pounds) wer 
required. On a per ton basis, 10 per cent would be equivalent to 222 


bide 


(2000 divided by 90 per cent less 2000) and the 1400 pounds thus reduc 

The remaining quantity of 1178 pounds would be prorated over the cc 

of the batch as in the case of the top liner. All requirements for each path@ 

pressed in pounds per ton, are thus obtained. Pricing and summarizations woul 

follow in the usual way, according to the requirements of the accounting syste 
There is another approach to the problem of determining standard of & 


mated furnish requirements. This time we will reverse the procedure, in pi 


a4 


at least. Using the same specifications, we will start with a quantity of 

production of, say, 100 tons. According to the specification, then, 20 tom 
40,000 pounds of top liner (20 per cent) is included in the 100 tons.” 
necessary to determine the quantity of each ingredient which would be me 
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to result in 20 tons remaining in the finished product. To arrive at the required 
furnish materials, one might proceed as follows: 
% yield after Total 


Pounds rink Pounds yield pounds 
sanck! and es. per beh required 


85.50%, 428 
76.50% 673 
71.10% 370 
54.00%, 27 


Ingredients 


1498 

By dividing the pounds yielded per batch (1498) into the pounds per batch 
(2000), the furnish pounds per thousand pounds of finished production, or 
1335.11 pounds, is obtained. Extending this factor by the required 40,000 
pounds of top liner results in a total furnish requirement of 53,404 pounds 
which, in turn, is prorated (detail of last column) over the ingredients of the 
batch on the basis of the pounds per batch. One advantage of this method of 
computing furnish requirements consists in the ease by which the cost of dif- 
ferent calipers which may be included in the same run can be computed. The 
total furnish requirements per thousand pounds have been obtained and, by pric- 
ing the batch through the formula, the cost per thousand pounds is readily com- 
puted. By pricing and extending the several parts (top liner, under liner, filler, 


bottom liner) contained in the several different calipers, individual costs for 
each caliper of paperboard included in the run can be obtained. The total cost 
of each ingredient for all the different calipered stock included in the run is 
also readily computed. 


Tests of a Cost System for Paperboard 


When weighing the merits of the several methods of costing, the accountant 
should consider the following factors: 


|. Is the clerical cost required to do the ferred to the next producing center suf- 
job excessive in relation to the results ficiently accurate? 
obtained? 4. Does the system provide a means of 


2. Does the system provide operating man- ne cost of new business accu- 


ees eS eee 5. Are plant reporting and inventory con 
procedures adequate system 
3, In an integrated mill, are the costs trans- involved? 


It is against these overall considerations that each of the methods outlined 
here should be judged for application in any particular circumstances. Costing 
is a “must” for effective operation of a paperboard plant but, equally, it “must” 
be accurate and serviceable costing. 
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Service Shop Cost Control 
for Appliance Retailers 


by LOWELL H. HULBIRT 


Industrial Engineer, Ernst & Ernst, Los Angeles, California 


Standard costs, work orders and parts inventory stock records ave bere — ~~ 
recommended, in persuasive fashion, to the attention of appliance re- —.. 
tailers for use in service shop operations. On all of these topics, the 
author recognizes the conditions surrounding these operations and 
seeks t0 match control methods to particular control needs. Illustrative 
forms accompany the article. 


t 


is IS THE PURPOSE of this article to describe a means of showing how ol 
control techniques may be utilized to reduce costs and obtain maximum per 
formance in appliance store service operations. Work done by service 


may be divided into four main categories as follows: 


Repair and installation work done di- 
rectly for customers for which the cus- 
tomer is charged the retail price for 
labor and materials. 


. Work done for customers on a no charge 


or warranty basis. 


. Work done for the selling department, 


such as testing and er floor de 
onstration merchandise, ng 

pair prior to delivery of an article, sm 
installation work not charged to the cue 
tomer. a 


. Reconditioning of used. trade-in 


chandise for resale. 


Standard Costs Ideal for Service Shop Cost Control 


A very effective means for control over service shop costs as over the 


industrial establishments is that of setting up dollar standards for each 

work and then comparing actual to standard costs for the units of work a¢ 
completed. In brief, a standard cost procedure may be said to consist of: { 
one or more parts inventories in which each item has been given a a 
cost, which should reflect closely the current average procurement price, (2) 
standard processing time for each productive operation performed in the shop, 
set by estimate, time study, or standard time data, (3) a standard labor rate] 
hour for each major class of work performed in the shop, (4) a standard 

rate to be applied to the standard hours of work produced, (5) a time and 
duction reporting system which permits the accumulation of data from Wa 
actual and standard costs can be computed, (6) an accounting system that 
verts the time and production reports into control information for 

ment. 
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Economic considerations govern here. The most inexpensive type is a cost 
standard based on past experience and adjusted to a satisfactory performance 
level by judgment on the part of the person setting the standard. A more costly 
type is the scientifically engineered standard compiled for each specific job and 
based on time studies and standard operating data. In any specific case, man- 
agement must decide the proper type of standard, based on the savings which 
aan be expected to result from its use. It should not be forgotten, in this con- 
nection, that, in order to operate a system of control based on the comparison 
of actual to standard costs, it is necessary not only to have developed the proper 
standards but also to record actual costs in such a manner that the comparison 
can be made. The necessary elements of a reporting system for actual costs are: 
(1) a shop order system, (2) a time reporting system which accounts for all of 
shop hours worked each day, and (3) a system of inventory control for all parts 
and supplies. 
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Shop Work Order as Basic to Operation and Accounting 


cr 


| 


Pi 


Whether or not standard costs are adopted, an efficient shop will want to 
operate as such accountingwise. A cardinal rule of shop operation is that all 
jobs for which costs are to be accumulated must be authorized by a work order 
that has been assigned an identifying number. The work order facilitates the 
collection and classification of labor and material costs and makes possible the 
analysis of profits or losses by individual job and by work category. A sample 
order for appliance service work is shown in Exhibits 1 and 2. A separate work 
order is generally issued for each different job released to the shop. In the case 
of service calls to the customer’s home, a separate order should be written for 
each call. For articles brought into the shop for repair, a separate order should 
be written for each article unless several articles are done as a single job for 
the same customer. Where several items are to be installed at the same time in 
the customer’s horne, one work order may be written for all. 

It is clear enough that work orders are proper for jobs done directly for 
customers, but how should service work done for the store itself be handled? 
For example, how about the testing and adjustment of appliances used as floor 
samples or the servicing of articles such as automatic washers before delivery 
to customers? How about repair work on defective or damaged merchandise 
received from a vendor or the reconditioning of used trade-in merchandise to 
make ready for resale? The answer is that these too should be covered by work 
orders in a manner suitable to each. The preparation of floor samples might be 
covered by a single weekly or monthly work order for each major type of article, 
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FACE OF 


WORK ORDER 


TOTAL 
INSURANCE 
SER. CHARGE 


AUOIT TOT. 


TYPE OF WORK: S2>hOvaL” Lasor ST. RETAN 
a FLOOR SAMPLE ° M/C OTHER PARTS OEPT. Cost 
- STOCK DELIVERY e CHG. TO CUSTOMER 

c R/C WARRANTY F CARRIER DAMAGE CARTAGE TOTAL 


+ 0 rtcomomonins seo ey 


EXHIBIT 1 


such as television, washing machine, refrigerator, dishwasher, etc. Preparation 
of merchandise for delivery to a customer can be handled in a similar manner 
The repair of defective or damaged merchandise might require separation inte 
major repair and minor repair categories. Major repairs would requite 4 sepe 
rate order for each, while minor repair and touch-up might utilize a blanket 
weekly or monthly work order. The reconditioning of used merchandise wil 


generally require a separate order for each article. - 

In most shops the paperwork required by the shop order system will 
of more copies than can be made at a single writing. In addition to the 
used in the shop, itself, others may be required, for example, for 
delivery of the article being serviced, record of work sent to outside 
credit check for charges to the customer, accounting record of work in 
etc. It is therefore usually desirable to design the forms required for 
and for all other related use as a set, and to use some mechanical 
process to obtain all necessary paperwork without laborious copying. The 
of reproduction will vary according to the number of copies required. 

Voluminous paperwork is often thought to be an essential part of 
trol. This is not always true. A well-designed consolidated set of 
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REVERSE SIDE OF WORK ORDER FORM 



































WARRANTY PARTS USED 
ous DESCRIPTION veer | AMOUNT REMARKS [postr 
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EMPLOYEE 


TOTAL 


shop paper work to a minimum. Wherever employees spend time copying in- 
formation from one document to another in a paperwork system, the chances 
for substantial savings through redesigning forms to eliminate copywork are 
excellent. Consolidated form sets offer the advantage of complete information 
on each part and the positive tying together of ali related forms through a single 
serial number. 


Charging Work Orders with Labor and Material 


A time reporting procedure is needed to accumulate actual labor hours charged 
to work orders or expense account numbers. Daily job cards should be supplied 
0 service shop employees who may apply time to more than one work ordet 
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or expense account during a work shift. Employees whose entire time is cha 
to one work order or expense account, need not keep daily job cards. Di 
tion of this labor can be made from the weekly attendance cards. 

In many cases it will be found that a surprisingly large portion of an inde 
vidual worker's time is not being charged to any work order. Here is a poin of 
control. Any time not charged to work orders is almost certain to be a : 
ductive time which represents a potential lowering of shop efficiency and 2 los 
to the company. Certain types of nonproductive time are legitimate, eB. me 
periods, waiting for job assignment, receiving instructions, maintaining tools 
cleanup, etc., but employees should be encouraged to report such time on thei 
job cards so that it may be apparent. An analysis of time not charged to wor 
orders may be kept, from which a normal level for the particular shop vill 
soon be established. Supervision may then watch for variations above the normal 
level. 

To complete the picture, it is also necessary to charge work orders with re 
and materials used. This may be done by. listing on the work order itself 
items used or, if they are requisitioned from the stock room, a copy of z 
requisition may be attached. When priced and extended, the list of parts and 
materials used may be added to find the total material cost for the job. Asa 
practical matter, certain small parts such as washers, screws, nuts, clips, ec, 
may be treated as general shop supplies and not listed on each work order. The 
same is true for incidental oil, grease, touch-up paint, etc., where the cost 
tributable to a given shop order is small. 
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What Inventory Control Through Parts Stock Records 


Control over service shop inventories of parts and supplies is one of te ill 
essential parts of a control system. The fact that shop parts and supplies maj 
for financial reasons, be written off as a current expense when purchased doe 
not make any less important the need for controlling them in the same 
as any other inventory. Considerable reduction in the investment ae 
facilitate service work may be accomplished through good inventory records ai 
ordering practices. Rr 

Some of the same principles apply to the handling of shop inventories a# 
those in selling departments. It is important, for example, to maintain a go 
rate of turnover. This means that obsolete items must be periodically d 
and adequate supplies of fast-moving items kept on hand. In the case of sem 
work, the result of being out of stock, instead of a lost sale, is the stopping of 
job in process, with a resulting loss of time and efficiency on the part of the shay 
man doing the work. Customer inconvenience and dissatisfaction and the lesa 
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PERPETUAL INVENTORY RECORD 
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ARTICLE 


VENDOR, 
UNIT COST RETAIL SELLING PRICE 











Purchase or 
Work Order Quantity] Quantity | Quantity 
Number Ordered] Received | Issued 
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EXHIBIT 3 


.further service work may be occasioned by frequent delays in obtaining the 
parts needed to return articles to good working order. There is also the exas- 
perating and expensive case, all too common, of the service man in the cus- 
tomer’s home who, like the proverbial plumber, never seems to have just the 
right parts with him to accomplish the job. The result is inconvenience to the 
customer and the expense of a repeat call to accomplish the work. 

In orcer to maintain a good rate of inventory turnover, minimize investment, 
and have the right thing on hand at the right time, a system of unit control 
records for each item used by the shops is recommended. The system consists of 
a perpetual inventory card for each item, (Exhibit 3) upon which all receipts, 
disbursements, amounts on order, balances on hand, and other control data are 
recorded. The control data commonly used are described in the following pata- 
graphs. ; 

An average monthly usage, developed from a summary of actual disburse- 
ments over a suitable base period, should be calculated and shown on each in- 
ventory card. Upward or downward trends in usage will be evident if weekly 
or monthly totals are listed in chronological order. A minimum stock or re-order 
point should be established for each item. When the balance on hand reaches 
this point, the item should be flagged for attention by an order clerk. Re-order 
points are not determined purely by judgment, but are set on the basis of a 
formula which relates the replacement time, average usage, and a standard 
“cushion” for unexpected or abnormal usage. Judgment is applied to the result 
obtained from the formula in order to recognize usage trends, known seasonal 
fluctuations, etc. The minimum re-order point may be set at zero for any items 
to be ordered as required rather than carried in regular stock. 
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The standard order quantity should be set to be that quantity found 
economical to buy when the minimum stock re-order point has been reac 
In establishing this quantity, consideration should be given to the average rate 
of usage, the cost of space required for storage, and the amount of money in 
vested in the stock, as well as the unit price advantages for certain standard © 
package quantities and price breaks for quantity purchases. Once a reasonable 
and desirable rate of turnover for shop parts and supplies has been established, 
the standard order quantity should be a balance between the maximum quantity 
allowable from a turnover standpoint and the minimum quantity allowable from 
a price standpoint. Complicated formulas may be developed for the cost factors 
involved to give the quantity theoretically best to buy. In practice, the same 
result can be obtained by use of some general rules and good judgment by the 
person setting the standard order quantities. 

A standard unit cost for each inventory item may be recorded on the inven- 
tory card. This standard is usually an average of costs for the most recent pure 
chases. It is kept up to date by recalculating the standard after a specific period 
of time or a specified number of purchases. The standard unit cost is useful as 
an answer to the question, what item cost should be used when charging — 
costs to work orders, valuing inventory for dollar controls, and following ac 
counting procedures to determine profit or loss for the service operation? It can — 
also be used for estimating costs of repair and reconditioning work. : 

A standard retail selling price based on the standard unit cost may be estab 
lished for items likely to be sold directly to customers, such as radio tubes and — 
electric heating elements, and for items used on repair jobs where the customer 
is charged on the basis of time and material estimates. The standard retail price 
is, of course, adjusted whenever a change in the standard unit cost occurs. Ad 
ditionally, it is often convenient to list the name and address of the preferred 
source of supply on the inventory card. This serves as a reference source for” 
inquiries and simplifies the writing of requisitions for replacement of stock. 


Other Inventory Control Measures 


In addition to the unit control for individual items provided by the perpetual — 
inventory cards, it is desirable to measure and control the inventory investment 
and turnover as a whole. This can be done by calculating the value of the im 
ventory at the end of each month and comparing the total with a predetermined 
control figure. Calculation of the inventory value does not entail much addi — 


od 


tional work if a shop report showing total parts and materials used for the 
month is being prepared for control purposes. Starting with the annual phys 
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cal inventory, it is only necssary to 
add receipts and deduct disbursements 
to arrive at the inventory value each 
month. Receipts may be sunvmarized 
from receiving slips or invoices and 
disbursements taken from the monthly 
shop report. Comparison of the total 
inventory value with the cost of parts 
and materials used for the month will 
give a monthly dollar turnover for the 
inventory as a whole. This single sum- 
mary figure will show the effectiveness 
of the -whole unit control system. 

A useful device for increasing the 
efficiency of service shop technicians 
is the establishment of standard stocks 
of frequently used parts and materials 
which are kept immediately at hand 
at the shop bench and in the field 
truck. This practice assures field men 
of having the most needed parts on 
hand and, for the bench man, saves 
the time which would be required to 
obtain such parts from the stockroom. 
At the same time, control over the 
stock is maintained by requiring the 
individual to sign a requisition for the 
parts initially issued. Standard stocks 
may be replenished automatically from 
the listing on shop orders of the parts 
used, without the need for further 
stockroom requisitions. 

A good inventory control system in- 
cludes physical as well as paperwork 
control over parts and materials. In 
order for perpetual inventory records 
to be correct and the controls based 
on them to be effective, it is necessary 
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SHOP: APPLIANCES (81-83-86) PERIOD OF: 


AMOUNT CHGD, 
SHOP & DIRECT LEASED TOTAL CUST. OR DEPT. a 
TYPE OF WORK ARTICLE LABOR PARTS SERVICES ACTUAL LABOR PARTS BUDGET 


A. Work on 81-Washers 
Floor 83-Refers. 
Samples or 86-Stoves 
Stock Prior 
to Sale. TOTAL 

. Work on Mase. 81-Washers 
to Make 83-Refers. 
Ready for 86-Stoves 
Delivery. TOTAL 

Cc. No-Charge ~“S1-Washers 
Warranty 83-Refers. 
Work After 86-Stoves 
Delivery of 
Merchandise. TOTAL 

. No-Charge 81-Washers 
Other Work 83-Refers. 
After 86-Stoves 
Delivery of 
Merchandise TOTAL 

. Charge to 81-Washers 
Customer 83-Refers. 
Time & 86-Stoves 
Material. TOTAL 

. Repairing 81-Washers 
Defective 83-Refers. 
Mdse. or 86-Stoves 
Carrier 
Damage. TOTAL 

G. Shop Time 81-Washers 

Estimating, 83-Refers. 

Shop Tools, 86-Stoves 

Delivery Time 

To and from. TOTAL 

TOTAL 81-Washers 

83-Refers. 
86-Stoves 


GRAND TOTAL 


















































RECONDITIONING USED MERCHANDISE INFORMATION 

















DIRECT TRANSFER LEASED 
SHOP & LABOR LABOR PARTS SERVICES TOTAL COST 
ARTICLE ACTUAL EST. ACT. EST. ACT. EST. ACT. CARTAGE Est. acT, BUDGET 


$1-Washers 
83-Refers. 
86-Stoves 


TOTAL 

















EXHIBIT 5 


that the recording of all issues from the stockroom be enforced. The most ro 
tical way to assure completeness and accuracy of records is to control the phy : 
availability of the stock. All parts and materials should be kept under 
an enclosed stockroom, preferably with a full time stockroom attendant 
burse and receive material. Any general supplies or small value items 
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SERVICE SHOP OPERATING STATEMENT 















PERIOD OF. 









PERIOD COVERED: YEAR-TO-DATE 
BUDGET ACTUAL LAST YEAR BUDGET ACTUAL LAST YEAR 

















IME: 
a - Parts 
Sales - Labor 
Sales - Service Policies 
Sales - Recond. Trade-Ins 
Cartage 
Other Income 









TOTAL INCOME 







EXPENSE: 
Parte Paid For 
Supplies Paid For 
Direct Labor: 
Reconditioning 
Chargeable to Customer 
Other Productive 
Shop Time 
Outside Services Purchased: 
Reconditioning 
Other 
Indirect Labor 
Auto and Truck Expense 
Other Expense 
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TOTAL EXPENSE 
PROFIT AND LOSS 










PARTS INVENTORY 











Beginning Inventory 
Plus: Purchases 
TOTAL 

Less: Parts Used 
Ending Inventory 
Authorized Inventory 
Less: Ending Inventory 
SUB - TOTAL 
Less: On Order 
OPEN TO BUY 
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EXHIBIT 6 











handled as a general shop expense should be requisitioned from stock in quan- 
tity as they are placed in the shop. 











Performance Reports to Measure Shop Efficiency 


The final part of the shop control system is a comprehensive set of shop per- 
formance summaries and reports. These not only provide a picture of the degree 
of success or failure of the various control methods in use but also serve as a 
basis for positive action to improve results. The reports will indicate any areas 
in which costs are out of line with the established or rormal pattern. Although 
DECEMBER, 195: 
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the scope of the reports which can be prepared for management will | 
termined by the operational composition of the shop control system, the fl mn 
lowing analyses should be made available with even a simple control spe: 
1. A weekly and a analysis which value of inventory balances for rion 


shows the distribution of labor and ma- rts groups (possibly 
terial costs between the various work fin by 















categories and exp ts received, and value of parts 
2. A comparison of standard and actual the month just com 
costs by type of job for all work com- totals for year to 





pleted on work orders. percentage relationships 


3. A comparison of the revenue received aid in enhancing the value of 
from jobbing work with the actual and 5. A monthly crecelian eae stotoment sama 


standard cost of such work. izing all income a 
4. A monthly recapitulation that shows the ing the profit or loss ‘to reap 

Typical of the control forms used by appliance service shops are the Wok 
Order Summary (Exhibit 4), Shop Report (Exhibit 5), and Service Shop Opent 
ing Statement (Exhibit 6). If labor standards have been computed for the sen- 
ice shop operations, a weekly and monthly work performance report should be 
issued. A daily tally of work units completed in each section of the shop should 
be the basis of the performance report. Daily production figures can be sum 
marized weekly and multiplied by unit labor standards to compute standant 
hours of work produced each week. Standard hours produced divided by act 
hours applied to measured work during a week will afford a percentage of 
performance which shows the shop efficiency in relation to the labor an 
Other informative reports can be compiled as desired from the informatie 
that will be available from the work order procedure, the time and materi re 
porting system, and the inventory control. 
























Study of Service Operations Fruitful for Retailers | +; 





Owners of retail stores will be much more favorably inclined toward i 
adoption of the cost control methods outlined in this paper if they will sel 
that, from a net profit standpoint, one dollar saved by cost control in the serv 
shops is worth five or six dollars of additional sales on the display floor. Fi 
thermore, savings made through increased labor efficiency and better stock a 
trol can be obtained without the need for larger investments in inventory, & 
ment, or floor space. It is essential that retailers who maintain service & 
as part of their business operations should become familiar with proven! cs 
procedures such as work order systems, work measurement, investall 
and standard cost valuation if they are to keep costs at the minimum r : 
service work a lucrative part of the store operation. 7 
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Absorption Costing — A Practical Application 


by ROBERT J. HOY 


Budget Accountant, Aeroquip Corporation, Jackson, Michigan 


Procedures for allocating operating costs to product lines are described 
in this article, which advocates use of two burden rates to absorb total 
costs outside the direct material and labor areas. The author illustrates 
the specific use made by top management of information developed on 


total product costs. 


egg ATTENTION is needed 

in the average company today to 
problems of assigning costs to several 
lines of products. During the past few 
years, heavy competition has influenced 
many single-product companies to di- 
versify for the first time in an attempt 
to enter less competitive markets. The 
current pressure by labor groups for 
a guaranteed annual wage program has 
made diversification a pressing prob- 
lem wherever a company manufactures 
for a seasonal market. At all events, 
whether product diversification is new 
or old to a company, it brings with it 
a tendency to neglect full product 
costing. 

Material and labor costs which can 
be assigned direct to products offer no 
particular difficulty. However, prob- 
lems of allocation of indirect costs can 
become complex. It is easy to shrug 
off a number of the problems as in- 
soluble and, on this assumption, to 
allocate large segments of cost on an 
atbitrary basis and not to allocate other 
costs at all. This need not be. A prac- 
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tical system for accumulating and re- 
porting product costs in a medium- 
sized multi-product company is de- 
scribed in this article. 

The company under consideration 
deals in assembled finished products 
which have many components ma- 
chined from bar stock. There are ma- 
chining facilities for complete proc- 
essing of most of these components, as 
well as for assembly operations. Prod- 
ucts are diversified but fall into ten 
general families or product lines. A 
standard cost system is in use. Accounts 
are maintained by product lines for 
sales and cost of sales and for inven- 
tories. Factory operations have been 
segregated into seven direct and eleven 


indirect departments. 


Absorption Rates for Direct and 
Indirect Departments 

Of the direct departments, four con- 
tribute conversion labor and three con- 
tribute handling labor which can be 
charged directly to products. Work ap- 
plicable to manufacture of parts is 
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DIRECT RELATIONSHIP OF STANDARD BURDEN RATE TO BUDGET 
BURDEN BURDEN FOR AN AVERAGE MONTH 4 
oF dollars) (Automatic Department) ie D 
2s 
y : Tool Ri 
a Mainter 
il 
Produc 
a Industr 
OB timex 
Cost A 
Person 
Stock F 
Wareb« 
Genera 
} SsHreT 
DIRECT LABOR 
(Thousands of dollars) 
EXHIBIT 1 
changed 
, | hibit 1 
isolated from that applicable to as- rates have been developed which will ~ tionshi 
sembly of finished products. Direct absorb departmental expense at & ab 
departments are: realistic level of normal activity. These Indit 
Automatic screw machine rates rely on data yielded by the ac a 
Secondary machine counts, in which expense has beea i 
Metal finish ee : torly fi 
penn s analyzed into variable and fixed cate i cate 
Receiving gories and flexible budgets based oa ary 
Inspection standard direct labor have been estab- tnes 
Dipping lished for control purposes. Burden : 
All applicable costs directly pertain- rates are not adjusted each year to re — 
ing to their operations are charged to flect changes in estimated production Pur 
these departments. In addition to labor activity, since the rates are deliber ‘ 
and supplies directly expended in the ately pegged to absorb expense over = 
department, charges include appor- long periods of time—overearning in — Co 
tionments of power, heat, light, de- good years and underearning in poor Per 
preciation, taxes, and insurance. years. (Rates are adjusted yearly, o- » 
Through analytical studies, burden more often as necessary, to reflet Ge 
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Department 


Tool Room 
Maintenance 


Purchasing 
Production Control 


Industrial Engineering 





Timekeeping and Payroll 
| 

| P 

| Cost Accounting 

Personnel 


Stock Room 


Warebouse 


General Factory 





BASIS FOR DISTRIBUTION OF INDIRECT DEPARTMENT EXPENSE 


Basis of Distribution 


Hours of tool room labor by product line. 

Hours of maintenance labor expended on facilities 
by product line. 

Percentage allocation based on projected normal 
purchasing activity by product line. 

Percentage allocation based on projected activity 
by product line. 

Percentage allocation based on projected activity 
by product line. 

Ratio of projected number of employees by product 
line. 

Percentage allocation based on projected activity 
by product line. 

Ratio of projected number of employees by product 
line. 

Percentage allocation based on average number of 
requisitions handled by product line. 

Percentage allocation based on average area 
occupied by product line modified by turn- 
over rate of products stored. 

Ratio of projected number of employees by product 
line. 





changed methods of production.) Ex- 


Fixed budgets at step levels of ac- 


hibit 1 graphically portrays the rela- tivity are used to control expense in 
tionship of a standard burden rate to this area. Expenditures in these de- 


normal departmer.tal expense. 


partments tend to remain static. Em- 


Indirect factory cepartments have ployees are, for the most part, tech- 


been established to segregate satisfac- 
torily functions which differ sufficiently 


nically or highly-trained personnel 
whose activities are largely independ- 


in nature or relationship to products ent of productive levels. Analysis of 
manufactured to require separate meas- historical data and use of work meas- 


urement. The departments are: 


Tool room 
Maintenance 
Purchasing 

Production control 
Industrial engineering 
Timekeeping and payroll 
Cost accounting 
Personnel 

Stock room 
Warehouse 

General factory 
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urement techniques, make it possible 
to determine absolute minimum man- 
power requirements for each of these 
departments and the points at which 
additions are necessary as production 
volume increases. Projected sales and 
manufacturing forecasts will give the 
approximate volume to be expected 
and permit advance planning for es- 
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BASIS FOR ALLOCATION OF VARIANCES FROM STANDARDS 


Account Name 
Variances 


Material price variance ) 
Freight on purchases ) 
Outside rework and ) 
salvage ) 
Material usage variance 


Tool charges 
Direct labor variances 


Provision for Inventory 
adjustment 

Gain, or loss, on dis- 
posal of productive 

Scrap and Salvage 


Over, or under, absorbed 
direct factory burden 
Over, or under, absorbed 
indirect factory burden 


Basis of Distribution 


Distribution to product line is made from an analysis 
of the purchase register which lists and summarizes 
the charges by product line. 


Distribution is based on analysis of excess material 
requisitions by product line. 

Distribution of tooling costs to product line is made 
from lapse schedules which are prepared from 
the purchase register. 

Direct labor variances of each department are 
distributed to product line on the basis of direct 
labor hours by departments and product line. 

Basis for distribution is the actual provision made 
by product line. 

Allocated on the basis of what "end product" the 
material would have gone into. 

Distribution is made from scrap and salvage reports 
by product line. 

Distributed on the basis of standard direct labor 
dollars by departments and product line. 

Distributed on the basis of standard direct labor 
dollars by product line. 





Reductions 


Scrap sales 


Purchase discounts 





Distributed on the basis of bar stock requisitions 
for scrap turnings, and of scrap reported for 
scrap solids. 

Allocated on the basis of material cost of sales by 
product line. 








tablishing expense and manpower bud- 
gets. 

Expense of these departments is 
normally not distributed to direct de- 
partments but is carried directly to 
product lines as product burden. Rates 
have been established for tool room 
and maintenance work, the cost of 
which is distributed to production 
orders and to productive departments 
wherever incurred. Remaining expense 
in these two departments and expenses 
in other indirect departments are al- 
located in budgeted amounts to prod- 
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uct lines on various bases which are 
simple but reasonably accurate meas- 
ures of expense incidence by product. 
Exhibit 2 lists the bases used for in- 
direct departmental expense distribu- 
tion. 

Although variances should, strictly 
speaking, not occur, they do. There 
fore allowance for a normal variation 
for operations as a whole should be 
provided. Through analysis of his 
torical data and projected sales fore 
casts, a monthly budgeted figure can 
be determined for each variance. The 
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Month Ended 


SUMMARY PROFIT AND LOSS STATEMENT 








Net Sales 
Cost at Standard 
Gross Profit at Standard 


Variances and Adjustments: 
Material price 
Material usage 
Freight on purchases 
Outside rework and salvage 
Tool charges 
Direct labor rate variance 





Scrap and salvage 


Over # under absorbed direct factory 


burden 


Over * under absorbed indirect factory 


burden 
Scrap sales * (Deduction) 


Net Operating Profit 
Other Income and Expense 
Net Profit 





Direct labor efficiency variance 
Provision for inventory adjustment 


Purchase discounts * (Deduction) 
Total variances and adjustments 
Selling and Administrative Expense 
Total operating expense over standard 





























EXHIBIT 4 


several variance accounts in use and 
the basis for distribution of balances 
are shown in Exhibit 3. It will be 
noted that variances from established 
standards are charged to cost of sales 
accounts. Some of the variances occur 
regularly in the factory area but are 
not the type of item which it is desired 
to include in direct department bur- 
den rates. By removal to the cost of 
sales area they can be controlled over- 
all, with department heads being ad- 
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vised of their responsible portion on 
a memorandum basis. 


Burden Application to Product Lines 
For analysis purposes, burden ‘ap- 
plicable to manufactured products is 
divided into two general categories. 
The first category is direct factory bur- 
den. It is the burden picked up in 
direct factory departments, applied di- 
rectly to products at standard rates 
along with standard direct convefsion 
or handling labor. The ‘second cate- 
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Month Ended 


PRODUCT PROFIT ANALYSIS 





Actual 





$ 2,080 
12,000 


$ 3,00¢ 
10,000 


Porecast 


Favorable Favor, -Unfav V; 
U; 


$ 920* 


$ 400" $ 680 $ 1,200 
2,000 200 


2,600 800 
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EXHIBIT 5 


gory is allocated product burden and 
consists of all other burden, including 
indirect factory department burden, 
variance from standard, and adminis- 
trative and development expense (for 
which there is not space for detailed 
discussion here, although it should be 
allocated to product lines on a rational 
basis). Each product line has a differ- 
ent spread of allocated burden which 
can be expressed as a percentage of 
standard direct cost by product line. 
The standard direct cost plus allocated 
product burden equals total product 
cost. 

There are many problems in de- 
termining accurate distribution of costs 
to product lines, but all can be solved 
from a practical viewpoint, regardless 
of the type of business. If an item 
can be recognized as a cost of manu- 
facturing, it can be evaluated and al- 
located to the area in which it belongs. 
Careful review and coordination of 
sales and production forecasts, work 
with all levels of management in es- 
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tablishing budgets, detailed analysis 
of work force in each factory depart. 
ment, studies of percentages of activity 
by product lines—all are necessary to 
develop reliable product costs. 


Reporting of Costs by Product 
Line and Burden Classifications 

Under the method which has been 
described for determining total cost by 
product line, some simple, informative 
reports can be furnished to manage 
ment each month. The form of the 
profit and loss statement in use is illus- 
trated by Exhibit 4. The analysis of 
profit by product line statement is 
shown as Exhibit 5. In the profit and 
loss statement, the standard cost te 
ported includes indirect factory de 
partment burden at standard rates. 
Over or under absorbed expense & 
shown under the variance section. 

The product profit analysis state 
ment requires further explanation since 
a worksheet, which is not shown, backs 
up this simple statement. Included in — 
the worksheet for each product line” 
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Secondary Machine 
Metal Finish 
Assembly 
Receiving 
Inspection 
Shipping 





Total Direct 





INDIRECT DEPARTMENTS 
Tool Room 
Maintenance 


Purchasing 

Production Control 
Industrial Engineer: 
Timekeeping and Payro 
Cost Accounting 


Warehouse 
General Factory 


siinesnes 


Total Indirect 











EXHIBIT 6 


are the following figures at forecast 
and actual levels: sales, direct cost of 
sales, allocated product burden, oper- 


ating profit, and operating profit per 
cent to sales. Figures for profit are 
transcribed directly from the work- 
sheet. Variances are then computed. 
Volume variance is regarded as the 
difference between forecast and actual 
sales times the forecast profit ratio. 
Cost variance is figured as the differ- 


Direct cost of sales 


ence between forecast and actual al- 
located product burden. Margin vari- 
ance is the total change not due to 
volume, less the expense variance. The 
margin variance may be due to differ- 
ence in sales mix or changes in sales 
prices. 

To illustrate preparation of product 
profit analysis figures, amounts applic- 
able to Product A might be as fol- 


lows: 


FORECAST ACTUAL 
$26,000 


15,600 





Allocated product burden ......c.cssss-sssssssssssessesssssensessesenses 


’ 8,320 
3,000 2,080 








Operating profit .. 
Operating profit ‘*%, to sales 


; 10% 8% 





Volume variance == 10% x ($30,000 — $26,000) = $400 unfavorable 
Margin“ == $26,000 x (10% —8%) = $520 unfavorable 
Total net profit veriance = $920 unfavorable variance 


Over and under absorbed factory 
burden constitute the major variation 
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in monthly operating costs and man- 
agement has requested a report of bur- 
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den by department to provide a quick 
picture of factory performance. Where 
the product profit analysis statement 
discloses unfavorable cost variance, the 
degree to which factory operating per- 
sonnel have helped or hindered the 
situation is presented in a form which 
enables management to direct atten- 
tion to specific trouble areas. The 
statement is called a Summary Burden 
Analysis and is illustrated by Exhibit 
6. For direct factory departments, 
actual burden, budgeted burden at the 





Actual burden 

Budgeted burden 

Absorbed burden 

Total Variance (unfavorable) 
Volume variance (unfavorable) 
Controllable variance (favorable) 


Inasmuch as fixed budgets are used 
for control and distribution of indirect 
department expense, budgeted and ab- 
sorbed burdens are the same. Here 
any variation from budget is consid- 
ered controllable. 


Uses Made of Product Cost Figures 


Management has found the allocated 
product burden percentage to be a 
very useful tool for estimating pur- 
poses. Direct product costs are rela- 
tively easy to determine. With these 
in hand, a quick application of one 
burden rate permits a determination of 
the net profit which can be expected 
on an item. If the item shows little or 
no net profit, a careful survey of the 
market will indicate whether this is a 
current problem caused by a price war, 
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attained level of performance, and h 
den absorbed at standard rates 
shown. Variation between absorb 
and actual burden is segregated intg) 
volume and controllable categories by 
simple subtraction. Budgeted burden 
less absorbed burden equals volume 
variance. Actual burden less budgeted 
burden equals controllable variance, ’ 
For example, performance of the ane 


tomatic screw machine department x 


might be as follows: a 


“& 
x 


1,800 ($17,000 — $15,200} 
3,220 (18,420 — 15,200} 
1,420 (18,420 — 17,000} 





flooded market, etc., or whether it isa 3 
permanent condition. If the latter is ~ 
the case, then the company picture 
must be reviewed. Possible new meth: — 
ods of production should be analyzed. 
Also propriety of the particular as 
signment of allocated product burden — 
can be checked. If neither of the 
above provides a solution, then it is 
evident that the product should not be 
manufactured. However, if it is 4 
large-volume product, it might be used 
for filler or to apply market pressure 
on competitors or for any one of se 
eral other reasons. The important 
thing is that management is aware of 
what the total cost is and can make 
decision with full advance knowledge — 
as to the consequences. 
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By the same token, on a high profit 
item, management can make a deci- 
sion with, reference to reduction in 
price, where the reduction on an item 
would engender a worthwhile increase 
in the firm’s percentage of the total 
market. Again, the important thing is 
that management is aware of how 
much net profit is involved, before the 
decision is made. In short, the prod- 
uct profit analysis report enables top 
management to determine total operat- 
ing profit quickly by product line, and 
to know how actual profit compares 
with forecast figures and in what areas 
operations have exceeded or fallen be- 
low expectations. 

The segregation of variance into 
volume, expense, and profit margin 
categories has spotiighted the areas re- 
quiring management attention. Sales 
personnel can no longer evade their 
responsibility for volume and profit 


margin variances and factory manage- 
ment has stopped accusing the sales 
people of lack of sales effort when 


decrease in profit is in fact due to 
lack of expense control. Attention has 
been focused on low profit products 
through this reporting procedure, re- 
sulting in faster corrective action by 
management to eliminate undesirable 
items in the line. 

A company must have good infor- 
mation available in order to use the 
system which has been described. Sales 
forecasts, budgets, and accurate ac- 
counting techniques are required. The 
procedures do not -provide the an- 
swers to all of management's problems 
on product prices and costs, but they 
provide a practical, factual method of 
attacking many of problems which are 
otherwise either ignored or handled 
by rule of thumb. 


Allocating Administrative Expenses to Operating Units 
by T. W. BLEGEN | 


Internal Auditor, Transocean Air Lines, Oakland, California 


In this quick review of administrative expense allocation practice of 
six companies in industries as diverse as meat packing and radio and 
television broadcasting, it is found that five regard it useful to know 
what portion of such expenses is applicable to the operations of prin- 
cipal plant and branch units and exercise some ingenuity in discovering 
the most appropriate method to achieve this objective. 


_— ADMINISTRATIVE expenses 

be allocated to branches or other 
Operating units? If so, what method 
should be used in making such an 
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allocation? Why might one method 
be preferable to another method? This 
article is written to summarize in- 
formation brought out in a discussion 
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of this subject among a group of 
N.A.C.A. members who described 
practices of their companies. 


A Meat Packer 


The allocation method ysed by a 
meat packer with a number of packing 
plants and sales branches and striving 
to give management an idea of the ex- 
tent each plant or branch and each 
department within a plant is operating 
at a profit or loss, consists of making 
an allocation to the packing plants on 
the basis of livestock slaughtered in 
the previous year. The packing plant, 
in turn, distributes general and admin- 
istrative expenses to operating units 
(manufacturing and sales units) on 
the basis of relative sales on a five-year 
running average basis. Inasmuch as 
transfers between departments are 
made at sales value, the sales figures 
include transfers as well as sales to 
outsiders. 

This packer operates accounting on 
a decentralized basis. To speed up the 
monthly closings, the administrative 
charges to the plants and branches 
must be made in advance. To achieve 
this, a budgeted or estimated amount 
is distributed, with the over or under- 
absorbed amount being retained on the 
home office books. As a result, unusual 
increases or reductions in general and 
administrative expenses do not affect 
the plant or branch results, because 
they remain in the home office as 
under or overabsorbed. 

A large part of the administrative 
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cost for this company is ir 
borrowed funds. In view of this j 
company at one time followed ¥ 
policy of allocating admini 
costs on the basis of the average in. 
vestment in inventory and plant during 
the previous year. The method was 
abandoned because it tended to penal. 
ize the newer plants. 
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A Dairy Company 


A dairy had in recent years wit 
nessed removal of certain of the ad 
ministrative functions from the 
branches to the home office, wher 
machines could be used more effec 
tively. Administrative costs had been 
distributed on the basis of sales to out- 
siders only. (The distributions of the 
meat packer, described above, were on 
a basis of sales including transfers, 
since transfers were made at sale 
price. In contrast, interbranch trans 
fers of the dairy company were being 
made at cost.) However, some 
branches selling the most and thus re 
ceiving the biggest charges for admin- 
istrative expenses were getting the 
least home office services. 

As more and more services previous 
ly performed at the branch level were 
taken over by the home office, the de 
cision was reached that, as much @ 
possible, work being done for a given 
branch should be charged directly to 
the branch. For example, all derial 
personnel now keep track on daily 
time cards of the time worked on 
services for each location during the 
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day. As another example, the costs of 
the tabulating department are distrib- 
uted to the operating locations on the 
basis of the number of cards processed 
for each location during the month. 
These direct charges account for a 
large proportion of expenses in the 
administrative category. The rest, i.e., 
administrative and executive salaries of 
pesonnel not reporting on time cards, 
together with administrative cost not 
directly for the benefit of a given 
operating location, are still distributed 
on the basis of sales to outsiders but 
the amount distributed in this manner 
is relatively small in relationship to 
the total costs of the home office. 


An Automotive Parts Wholesaler 

A third company, the experience of 
which was brought into the discussion, 
is an automotive parts wholesaler. 
Bonus afrangements with branch man- 
agers provide that the branch manager 
will receive a percentage of the profits 
made by his branch before income 
taxes. The company has centralized 
accounting, credit, purchasing, and 


overall sales supervision in the home 
office. It has developed a formula for 
distribution of administrative expenses, 
which is based primarily on sales but 
has certain refinements which result in 
charging more administrative expenses 
to the branches requiring more service. 
The paperwork on interbranch trans- 
fers is about twice that of a normal 
sale and for warehouse shipments 
about three times that of the direct 
sale. Also the branch with more orders 
requires more service. Hence the allo- 
cation formula requires adding (for 
each branch and the company as a 
whole) net sales, double the branch 
transfer figure, triple the figure for 
shipments to warehouse for account of 
customers, and the product of number 
of orders handled and avetage com- 
pany-wide value of orders. The allo- 
cation is on the basis of relationship 
of this total in each branch to the 
company total. As an example of how 
this might work out, the following 
assumptions are made for two out of 
a number of branches: 


Totel Branch A Branch B 
I ee Re eM $1,000,000 $100,000 $100,000 
Interbranch transfers, met ........cscsecccssseseseees —- 10,000 { 5,000) 
Warehouse shipments to customers ..........-. 100,000 10,000 5,000 
eae 100,000 12,000 8,000 
Average dollar value of al! orders 
(company-wide)  ............:s:ssccecsesssseseseers 10 10 10 
Administrative expense ..........-..csscsesessseserseee 100,000 


Under the formula, Branch A would 





$100,000 +- $10,000 X 2 + $10,000 X3 + $12,000 X 10 


receive a charge as follows: 


X $100,000 = $11,739 
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$1,000,000 -++- $10C,000 X 3 +- $100,000 X 10 
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Branch B, because of being a ship- 
ping branch instead of a receiving one 
for transfers and, having smaller ware- 
house shipments to customers and a 





lower number of orders, would ; 2 
ceive a charge of only $8,043: The 
computation for Branch B is ag ab 
lows: 


$100,000 — $5,000 X 2 + $5,000 X 3 + $8,000 X 10 5149 09 g9.043 





$1,000,000 + $100,000 X 3 + $100,000 X 10 


Although both branches had the 
same sales volume, the service required 
in billing and accounting for Branch 
A’s transactions, which were much 
more voluminous than Branch B’s tend 
to be charged to Branch A under this 
formula whereas an allocation based 
on sales only would charge $10,000 
each to Branch A and Branch B. 

A Radio and Television Broadcasting 
Company 

A broadcasting company was de- 
scribed as using an allocation of two- 
thirds of all administrative expenses 
to its television station and one-third 
to its radio station. The allocation was 
developed because approximately that 
relative proportion of time is devoted 
by the administrative personnel to the 
two locations. In addition, space oc- 
cupied by the television operation is 
about twice the size of that for the 
radio station. 


A Bakery 

The practice of a baking company, 
introduced into the examples offered 
in discussion, indicated that it makes 
no allocation of administrative ex- 
penses. In the opinion of the company, 
the contribution margin for the var- 
ious phases of the business, after de- 
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ducting all direct overhead costs, is 
all-important. Inasmuch as these ad 
ministrative expenses cannot be com 
trolled by the divisions, no good pur 
pose is seen in deducting them from 
division results. For control purposes, 
responsibility lines are regarded a 
offering the best method of contrl 
over expenses. 


A Dairy and Poultry Processor 

In a dairy and poultry processing 
company which has plants which maim 
ly prepare products and sales branches 
which handle most of the sales, the 
home office expenses are segregated a 
between those related to the produc 
tion end of the business and those 
related to the sales organization, Ex 
penses relative to production are ab 
located to the processing plants on the 
basis of the relative number of pounds 
of product produced. The problem ia 
making this apportionment has beea 
the difficulty of converting to pounds 
products not normally measured it 
pounds. A dozen eggs, for instanc, 
represents how many pounds? The 
company solves this by determining 
the approximate relationship of tt 
sales value of a dozen eggs to a pound 
of poultry and using that relationship 
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to determine weight of eggs. The allo- 
ation of sales administrative expense 
to sales units is made on a basis of 
sales to outsiders. 

Conclusion Suggested 

What conclusions flow from this 
review of administrative expense allo- 
cation as applied by these companies? 
There are several which the instances 
suggest. In the first place, any expense 
which can be definitely said to be at- 
tributable to a given operating unit 
should be charged to the specific oper- 
ating unit before making any general 
allocation. The dairy company, for ex- 
ample, went to the extreme of finding 
out how much each branch was making 
use of the tabulating equipment, by 
keeping a count of the cards processed 
for each branch. Examples of other 
items which might be charged directly 
to locations are: mimeographed ma- 
terial for a branch, legal fees on a spe- 
cific case affecting one branch, tele- 
phone calls to a branch, engineering 
services for the branch, etc. More 
could be identified in any particular 
company. 

A second conclusion might be that a 
specific reason should exist if distribu- 
tion of administrative expenses is to be 
considered a necessity. For example, 
the automotive parts wholesaler who 
wanted to pay bonuses on a net profit 
basis, found it necessary to use some 
method to distribute all costs to loca- 
tions, On the other hand, the bakery 
was convinced that the contribution 
margin produced by each unit was the 
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important factor and the administrative 
expenses were merely to be considered 
in relation to the total contribution 
margin from all operations. It may 
also be concluded that once allocation 
is considered a necessity, the allocation 
should be based on the benefit that the 
branch is drawing from the overall 
services. However, a basis which has 
price level as a factor introduces a dis- 
tortion. The meat packer no longer 
uses the book value of its fixed assets 
as a basis for distribution because a 
changing price level has distorted the 
basis. The broadcasting company used 
time expended as a basis for allocation, 
which ties right into the relative bene- 
fits received by the company unit re- 
ceiving the charge. 

Practice, as exemplified in the in- 
stances reviewed, also suggests that ex- 
penses may be grouped -as applicable 
to two or more types of general serv- 
ice areas. Then each group of expenses 
may be allocated to the locations which 
benefit from the services. The dairy 
and poultry processor first determined 
which expenses were related to proc- 
essing and which to sales. Thereafter, 
each “pot” or group of expenses was 
distributed to the locations on differ- 
ent bases. 

A final point apparent from the il- 
lustrations is that the allocation may be 
based on current month information, 
as a sales allocation would be, but that, 
in instances in which a quick closing is 
necessary, the basis may be that of 
prior history. 
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How We Take Purchase-Related Costs to Products — 
by ELMO MURRELL : 


Cost Manager, United States Rubber Company, Fort Wayne, Indiana 


The proper charging of a product or commodity for its fair share of 
the costs of service departments is extremely complex in a multi- 
commodity plant when a standard cost system is used. Equitable dis- 
tributions to prevent one commodity from subsidizing another is an 
objective of the cost department of the plant serving as background 
here. One facet of the service department cost allocation problem is 
illustrated in this article by material applicable to the purchasing, 


receiving and storing department. 


E HAVE a common millroom for 
mixing rubber into finished rec- 
ipes then delivered to processing de- 
partments of ten different commodities. 
Also, each of these commodity depart- 
ments has material delivered directly to 
it other than rubber. This material, 
likewise, may be common to several of 
them. 

Our main problem in cost allocation 
was to carry the costs of the three de- 
partments, namely, purchasing, receiv- 
ing and storing, to the consuming 
commodities on an equitable basis. 

These costs are divided into two 
parts: 


1. Cost for purchasing, receiving, and stor- 
ing materials consumed in common mill- 
room. 


. Cost for purchasing, receiving and stor- 
ing materials consumed directly by the 
end commodity. 


The latter portion, under careful an- 
alysis, is allocated to the end com- 
modity directly. The former, pertain- 
ing to the millroom, is prorated to the 
various commodities on the basis of 
pounds of material delivered from the 
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common millroom to the commodities, 
This amount is then combined with the 
specific purchasing, receiving, and 
storing costs to arrive at the total cot 
for that particular commodity in the 
month. 

As time went on, we found we could 
incorporate this approach in our stand 
ard costs in terms of a burden sate 
The procedure for developing the 
standard allowance for the purchasing 
receiving, and storing costs is as fob 
lows. 

At the first of each year, we com 
pute a standard cost per pound for the 
millroom element and a standard cost 
per pound for the specific commodity 
purchasing, receiving and storing cost 
This is used, each month, to arrive at 
the standard cost of the total purchat 
ing, receiving, and storing element for 
the purpose of calculating the standard 
cost of the material transferred from 
work in process to finished goods 
How the result is placed upon tit 
closing entry will be observable fram 
the following: “a 
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‘ Geend BOE cmvnnsniinainnn 
As can be seen, purchasing, receiving 
and storing as a special element of cost, 
. is not used as a process inventory ac- 
count and, each month, the difference 
between the actual cost of purchasing, 
modities, —§ receiving and storing for the commod- 
with the ity and the standard cost is treated as a 
g, and variation or penalty in that month. 
Otal cost . 
3 basic Time, Space, and Service 
fn. the Allocations to Products 
Hours reported by the individuals in 
ae the purchasing department as appli- 
he able to commodities or classification 
wee) product as established by the ac- 
"8 be counting division form the starting 
hasing, point of purchase cost assignment to 
as fob products. By grouping the ordering 
and buying of materials by like items, 
pie this distribution is condensed consid- 
for the erably, without impairing substantial 
rd cost ucuracy. Expeditors in the purchasing 
modity department allocate their time by prod- 
ig OF ut or commodity on the basis of hours 
rive at service rendered. However, travel ex- 
urchas- pense is charged, where possible, spe- 
ent fF  ciically to the applicable commodity. 
andard In the event travel expense cannot be 
| from identified by commodity, then this ele- 
goods. ment is prorated on the same basis as 
mt Ether elements of expense in the pur- 





chasing department. For our purpose, 
we have set up the following classifi- 
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Credit material process 
Credit labor process 
Credit burden process 


Credit special element of cost 





Debit finished goods 








cations of service of the purchasing 
department: 


1. Metal ordering by commodity. 

2. Other specific material ordering, by com- 
modity, except for the millroom rubber 
and chemicals which are not reported by 
commodity at this point but in total. 


3. Ordering of specific departmental sup- 
plies reported against that specific de- 
partment, e.g., maintenance materials. 


4, Administrative costs, such as the purchas- 
ing agent, stenographer, etc., prorated 
on the basis of the services of the other 
employees in the department. 


For the receiving element of cost, we 
use three basic distributions of cost as 
among commodities: 

1. Wage dollars. 

2. Floor area occupied. 

3. Tonnage. 

Our receiving department is paid on 
an incentive system of weights by the 
various classifications of product or 
commodities, depending upon the work 
involved in receiving the material. 
Elements of receiving cost included in 
the distribution to products on a wage 
basis are salaries, wages, payroll ‘provi- 
sions or employee benefits, and pro- 
rated distributions to the receiving de- 
partment such as the accounting costs, 
industrial relations cost, employment 
costs, and other overhead which varies 
as to hours of work or number of peo- 
ple. The floor area distribution is 
based upon floor space occupied by 


541 















product or commodity and the ele- 
ments of receiving cost charged on this 
basis includes elements which normally 
fall under rent, such as building ex- 
pense, janitor service, heat, light and 
plant protection. The tonnage received 
distribution basis applies to elements 
of cost which vary with tonnage, such 
as depreciation on machinery and 
equipment of the receiving depart- 
ment, repairs and maintenance and 
other charges connected with such 
equipment. These three distributions 
are then totaled to arrive at the total 
receiving cost by product or commod- 
ity for the accounting period. 

The stores element of commodity 
cost is prorated in two distributions: 


1. Service rendered. 
2. Floor space occupied. 


Due to the size of the storage area, 
the floor area distribution is an im- 
portant allocation to product or com- 
modity. Periodic checks are made by 
the accounting division and the stores 
department to see that the proper allo- 
cation is being made by product or 
commodity. Layout charts are kept up 
to date at all times to insure an equit- 
able distribution. The charges pro- 
rated in this floor area distribution of 
the stores element of cost are the ones 
similarly charged for receiving as out- 
lined above. All other costs of the 
stores function are prorated on hours 


of service rendered, by prota 
modity. This is reported to the a. 
counting division by the stores depart 
ment foreman. 


Standard Costing of Purchasing, 
Receiving, and Storing 


As has been outlined, we indude 
purchase-related costs in our standard 
costs by part on a weight basis, At the 
first of each year, when we establish 
our standard rate for purchasing 
ceiving and storing, we apply this cu 
to each product in order to arrive ata 
total standard cost to be used fer the 
calculation of our finished goods ip. 
ventory and standard cost of sales, This 
standard, combined with our material, 
labor and burden, is known as the 


original standard and does not 
during the year for finished goods and 


standard cost of sales calculations, At 
the end of each month, whea the 
standard cost of production is cal 
lated, the units produced for the month 
times the standard rate for the pur 
chasing, receiving and storing element 
is the standard purchase-related aut 
for the month. : 

In this manner, we control these sig 
nificant portions of production cai 
and compare the costs incurred for 
each month against the standand 
established at the first of the yeat, Any 
large variance is checked immedialely 
by retracing the distribution, 


om 


Ey a 


eo 
ay 
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Letters to the Editor 


WHAT MAKES A GOOD 
ACCOUNTANT? 
Hiitor, N.A.C.A. Bulletin: 

LET US TAKE A LOOK at the accountant 
of today, his responsibilities in the func- 
tioning of the organization, and the role 
that he plays in modern-day business. Prob- 
ibly no other function in an entire business 
organization has been so drastically af- 
fected by the increased proportions and 
complexity of modern business and the ac- 
ampanying mass of governmental regu- 
ltions and controls, as has accounting. 
Most accountants recognize the fact that 
accounting has advanced beyond the record- 
keeping function but have not kept pace 
with the needs of modern business. Well, 
then, what are the requisites of a good ac- 
countant ? 

The accountant’s work is inter-related 
with that of sales, production, planning, 
engineering, advertising, maintenance, per- 
sonnel, and any other functions necessary to 
the conduct of the business. Because of this 
cose relationship, he must have some know!- 
edge of these other operations and the many 
ptoblems which arise from them. In ad- 
dition to knowledge of the business, he 
must have a very specialized know!edge in 
the fields of taxation, law, and insurance. 
In practically every action that he takes, the 
accountant must be aware of the implica- 
tions created by the Internal Revenue Code, 
which is, however, only one of a great 
many governmental regulations affecting 
him. His work and his decisions must be 
influenced, too, by the renegotiation act, 
workmen's compensation acts of the states, 
the Federal wage and hour law, the social 
security act, and many others. Too, he must 
be guided by state and local regulatory 
provisions which affect the record-keeping 
function of the business. He must be fa- 
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miliar with commercial law. 

Nevertheless, in my opinion, the prime 
requisite of a good accountant is leadership 
ability. He must possess the qualifications 
to be or become a part of the top manage- 
ment team—to effectively coordinate and 
control the use of men, money, machines, 
and material. If he cannot deal effectively 
with people, certainly all of the technical 
knowledge and ability he possesses will be 
utterly wasted. He may be a genius when it 
comes to sales forecasting, distribution costs, 
pricing, process costs, standard costs, budg- 
eting, inventories, taxes, and all other 
phases of accounting but, if he has no 
ability to understand and deal with people, 
certainly he is not capable of being a mem- 
ber of the management team. All of the 
records, the ideas, the reports, and the ac- 
tions taken by the accountant are based 
upon information furnished him by the peo- 
ple within the organization who are respon- 
sible for its various diversified functions. 
Without this information, there can be no 
accounting function. To get this informa- 
tion, the accountant must be able to com- 
municate with people. To make it useful - 
requires the same faculty in relationship to 
the various department heads and to top 
management. He must work closely with 
all of these people. When the accountant 
has learned to perform this function ade- 
quately, he can then begin to perform as a 
salesman. In most instances, this is prob- 
ably his second most important function. 
He must make top management aware of 
the services that he has to offer. 

I do not mean to say that a full knowl- 
edge of accounting techniques is not impor- 
tant. It would be ridiculous to argue that 
technical skill is not necessary to the per- 
formance of the duties of an accountant. I 
do believe, however, that we should spend 
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more time and effort in developing our 
knowledge and understanding of human 
beings. The accountant must aggressively 
try to understand all of his fellow workers 
as well as the iobs that they perform, and 
he must attempt to give to all a clear 
knowledge and understanding of what he 
is attempting to do and why he is doing it. 


VERNON E. ZUMHAGEN 


THE ACCOUNTANT IN BUDGET 
ADMINISTRATION 


Editor, N.A.C.A. Bulletin: 

EFFECTIVE BUDGET administration em- 
braces a comprehensive knowledge of the 
viewpoint, polices and fundamental func- 
tions of all levels of management activity. 
The factory foreman must be indoctrinated 
with the firm conviction and understanding 
that he is management in his own area. 
This is also applicable to the office super- 
visor, the trafic manager, the warehouse 
superintendent and all other members of 
the managerial team. 

The budget accountant, therefore, to be 
competent and effective in the performance 
of his function, must understand the objec- 
tives, the policies, the personal thought ap- 
proach of each of the levels of management. 
He must be favored by top management 
with its confidence and trust as to long- 
range plans, decisions, and administrative 
policies and he must be able to interpret 
these considerations (often highly confi- 
dential) into the components and data re- 
leases incorporated into the budget plan. 

Constant consultation with the super- 
visors at all levels must be a part of the 
administration of budget plan. The budget 
accountant cannot know how to operate 
every machine, to grind tools, to repair 
trucks, nor to perform all the required 


quality checks of inspection. He can, a 

must, however, have a competent unde: 
standing of current, past, and anticipated 
problems and functioning of the respectie 
operational phases of the business and the 
departments comprising them. He camng 
otherwise guide the control action of the 
respective members of the team to effective 
results. 

Then there is the reporting side, to = 
able line management to effect control, Teo 
often, reporting media are cluttered up with 
useless data. The factory foreman can dp 
little or nothing about operational eos 
derived from tax assessments, building de 
preciation, and similar cost types. The at 
countant must confine his presentation 
the pertinent needs of the operation being 
reported. What then are the most impor 
tant considerations in developing a m 
porting media: 

1. Accurate and prompt compilation of 
data. 


2. Classification and summarization of date 
to provide for current reporting. 

3. Reporting actual against budget ins 
clear and effective manner. 

. Intelligent notes and comments to make 
statistics indicative of trends and explain 
deviations. 

. Effective timing of reports. 

. Effective circularization of reports. 

. Imparting of complete understanding i 
the report recipient as to the utility and 
limitation of the reports and as to the 
auxiliary data available and how to get 
it. 

. Novelty in presentation. Pictorial, graphe 
ic, and unusual presentations of statistics 
are particularly effective. 

There is much, too, that the accountant 
can do to aid budget administration beyond 
this point. However, he will not get fart 
he has not followed effective practice @ 
budget preparation and reporting. 


GORDON A. PARENT 
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Notes on Current Reading 


Books 


Readings in Cost Accounting, Bud- 
geting and Control. 
William E. Thomas, Jr., Editor, Sponsored 
by American Accounting Association, South- 
Western Publishing Co., Inc., 5101 Madison 
Road, Cincinnati 27, Obio, 1955, 785 pp-» 
$6.50. 
A substantial part is played in this book by 
NACA. authors and by N.A.C.A. as an 
Association, as evidenced by inclusion of 
Bulletin articles anc N.A.C.A. research 
studies among the approximately 60 papers 
of which the readings are made up. Other 
periodical sources are also availed of. The 
entirety was assembled, as indicated in the 
text, to make it easier for instructors to 
refer students to helpful beyond-textbook 
readings. It constitutes for all readers a 
dassified symposium of papers published in 
recent years in central areas of cost ac- 
counting. 


Corporation Accounts and State- 
ments — An Advanced Course. 


William A, Paton and William A. Paton, 
]r., The Macmillan Company, N. Y., 1955, 
740 pp., $6.75. 


In the financial accounting area, this book 
is concerned, in an ultimate sense, with 
what corporate reports do and can reveal. 
It is commented prefatorily by the authors 
that “it would not have been altogether in- 
appropriate to have adopted the title, ‘Equity 
Accounting’ . . . as the emphasis is on the 
amy of problems having to do with the 
tights of common stockholders, senior in- 
vestors and other interested parties.” Few 
balance sheet items or kinds of corporate 
reports (including consolidated statements) 
fail of intensive treatment. Analysis by 
ratios is also covered. 


Accounting for Parishes. 


Godjrey F. Burkhardt, The Archabbey Press, 
Saint Vincent Archabbey, Latrobe, Pa. 1954, 
182 pp., $3.00. 
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Both elementary and detailed—and illus- 
trated by forms—this presentation is some- 
thing of a textbook and a manual as well. 
It is written for the assistance of pastors. 
First prepared in 1949 for use in courses at 
the author’s seminary (Saint Vincent Col- 
lege), it was published for use elsewhere 
in introducing “the seminarian to those 
fundamentals of accounting, finance, and 
management which will be useful in the 
administration of a parish plant.” 


Introduction to Business. 


Raymond E. Glos and Harold A. Baker, 
South-Western Publishing Co., Imc., 5101 
Madison Road, Cincinnati 27, Obio, Third 
Edition, 1955, 692 pp., $5.50. 


The subtitle of this work is “‘a textbook for 
the first course in business on the collegiate 
level.” The goal of the present edition, as 
of previous ones, appears to be to cover the 
features of business activity, its economic 
setting, and its vocabulary ‘as attractively 
and adequately as possible, to the beginning 
student. The part captions, in order, are: 
ownership and organization, physical fac- 
tors, personnel, marketing, finance, man- 
agerial controls (including, as chapters, ac- 
counting, budgets, and business statistics), 
regulation, and law and taxation. ' 


An Introduction to Automatic Com- 
puters — A Systems Approach for 
Business. 


Ned Chapin, Illinois Institute of Technology, 
Chicago 16, Illimois, 1955, 245 pp., $9.00. 


Written with readability as one objective 
and clarity as another, this volume deals 
with the potential business uses of elec- 
tronic equipment. Later chapters undertake 
a pretty thorough description of the equip- 
ment. Earlier ones “ease into” the whole 
subject in its important aspects under such 
chapter headings as “What Is an Automatic 
Computer?”, “What Can An Automatic 
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SELECTED ARTICLES FROM ACCOUNTING PERIODICALS 
THE ACCOUNTING REVIEW, October 1955 (College of Commerce and x 


tration, c/o Carson Cox, Ohio State University, Columbus 10, Ohio, single ne 

$1.50) mes | 

Conservation of Productive Capital Through Recognition of Current Cost of 
Depreciation. Paul Grady. ii 

An Objective Look at Effects of Income Taxes on Financing Small Business 
Roderick F. McDonald. Bs 

Joint Cost Analysis as an Aid to Management. Arthur N. Lorig. 

Social Accounting. John P. Powelson. 

use a Data Processor — A Milestone in Machine Method. Harry 0, 
errigan. 

Construction of Present Value Tables for Use in Evaluating Capital Investment 
Opportunities. Charles Christenson. ai 


ARTHUR ANDERSEN CHRONICLE, October 1955 (120 South LaSalle Siresi, 
Chicago 3, Illinois) 
Operations Research — A Scientific Basis for Executive Action. R. Pat Crouch, 
CANADIAN CHARTERED ACCOUNTANT, October 1955 (Chartered Accountants 
Building, 69 Bloor St. East, Toronto 5, Ontario, Canada, single copy $.50) 
Accounting for Life Insurance Companies. M. E. Bradshaw. 


THE CONTROLLER, October 1955 (2 Park Avenue, New York 16, N. Y., single 
copy $.50) 
Recent Developments in Accounting for Reserves. Walter G. Kell. 
Controllership — Key to Efficiency in Government. Dudley E. Browne. 
*Projecting the Profitability of New Products. T. T. Miller. 
COST AND MANAGEMENT, September 1955 (31 Walnut Street South, Hamilton, 
Ontario, Canada, single copy $.50) 
Mari-sting Cost Control. Paul Jeffrey. 
Developments in Electronic Data Processing Machines. M. J. Fraser. 
The Human Relations Aspect of Financial Controls. J. A. Mcintyre. 
JOURNAL OF ACCOUNTANCY, October 1955 (270 Madison Avenue, New York 
16, N. Y., single copy $.75) 
*A Look at the New Look in Federal Taxation. Paul K. Webster. 
THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT, October 1955 (677 Fifth 
Avenue, New York 22, N. Y., single copy $.50) 
The Application and Use of Machines and Electronics in Accounting. Kermit 
M. Pennington. 
RETAIL CONTROL, September 1955 (100 West 3ist Street, New York |, N.Y. 
single copy $.75) 
Sales Forecasting. Abe Hackman. 
Use of Breakeven for Profit Planning. Harry W. Krotz. 


*Further mentioned in accompanying notes on particular articles. 
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Computer Do?”, “Business Systems for What Is Operations Research At 
Automatic Computers,” and “Cost Aspects complishing in Industry? 
of Automatic Computers.” These and other Operations Research Group, Engineering 


Me 
- ministration Department, Case Institelt 
chapter titles get down to text through use- Technology, Cleveland, Obio, paper 


ful subheadings identifying the material April 1955, 102 pp., $5.00. 
treated. Numerous applications of operations & 
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gach are supplied in the fifteen papers 
gaking up this volume (which reports con- 
ference proceedings at Case Institute last 
Apcil), many of them dealing with prob- 
jms which accountants either frequently 
ssist in solving or by the solution of which 
they are in a measure affected. Operations 
search in the “allocation of sales effort,” 
“search on industrial consumers,” “pro- 
duction scheduling and inventory control,” 
wd “warehousing and distribution” are 
examples. 


The Businessman's Guide to Govern- 
ment Information and Advice. 


Edited by Sherman S. Coben, American Asso- 
ciation for Public Injormation, Education and 


Research, Washington 5, D. C. 1955, paper 
bound, 99 pp. 


Following introductory comments forming 
Part 1, the body of this large-size pamphlet 
style handbook in Part 2 and +, respectively, 
supplies a 17-page “selected bibliography of 
government publications” and a larger “di- 
rectory of Federal statistical personnel.” The 
bibliography is classified, e.g., “government 
procurement,” “small business management” 
and is also annotated as to each item listed. 
An example is the Federal budget described 
as containing “the budget statements, esti- 
mates of appropriations, estimates of reve- 
nues and receipts, and comparative titles” 
and available from the Bureau of the 
Budget. 


Articles 


Accurate Inventory Measurement. 


Robert L. VanDeMark, Advanced Manage- 
ment, October 1955. 


There are three equations (for commit- 
ments, stores, and in-process) presented in 
this article to develop “multipliers” for 
alculation of inventory levels. However, 
the approach taken by the paper is not 
sbruptly mathematical but passes first 
through explanatory material identifying 
“basic inventory divisions,” “lead time sig- 
nificance,” “calculation of reserves,” and 
“ventory goals,” to arrive at the point— 
“we want to develop a formula for each... 
inventory division’—-where calculation is 
called for. 


Projecting the Profitability of New 

Products. 

T, T. Miller, The Controller, October 1955. 
In the author's company, the sense of the 
title of this article is given form in evalua- 
tion of five factors (each covering a group 
of subfactors) related to the prospects of a 
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new product. As indicated in text and 
tables in the paper, the factors are stability, 
growth, marketability, financial considera- 
tions, and product position in company op- 
erations. The gradations in which each of 
these factors and its related subfactors is 
evaluated are five in number and run from 
“very good” down to “very poor.” 


A New Look in Federal Taxation. 


Paul K. Webster, Journal of Accountancy, 
October 1955. 


Neither an accounting article nor an article 
on tax law or cases, this compact paper by 
an Assistant Commissioner of Internal Reve- 
nue describes the organization and work of 
the Internal Revenue Service as now consti- 
tuted and includes an illustrative organiza- 
tion chart and a map. Processing of returns, 
their selection for verification, the case back- 


log, new policies, etc., are discussed briefly. 


The author sees the “beginning” of the 
“emergence of a more efficient . . . Service.” 





Jor Your Information 


Parts of Accounting — and the Whole 


IT IS PROBABLE that a profession benefits 
as the specialties within it are recognized 
and each becomes the specific interest of a 
segment of practitioners. It is also probable 
that members of a profession in any spe- 
cialty or broader area of a profession benefit 
when the bounds of the profession as a 
whole move outward and embrace new ter- 
ritory. It has been that way with account- 
ing. When to external auditing was added 
general and financial accounting, and when 
internal auditing and methods work became 
a part of the scheme of things, the field of 
accounting achieved increased recognition. 
When, incorporating some portions of other 
specialties, industrial accounting came 
solidly into the picture and, with assists 
from engineering, developed standard cost- 
ing, budgeting, and other management aids, 
to maturity, there was no accountant in any 
area who did not thereby become the mem- 
ber of an enriched profession. 

The process is still going on. (It should 
be mentioned that the stature of accounting 
is enhanced not only by increased areas of 
application but also by increased usefulness 
in each area of application.) Of recent 
years, internal accounting in the Federal 
government has developed markedly, as suc- 
cessive reports of the “Joint Program to 
Improve Accounting in the Federal Gov- 
ernment” indicate, and accounting employ- 
ees of the Federal government have formed 
themselves into an association in awareness 
of possibilities in the field. Together with 
some signs of like activity in state and mu- 
nicipal governments and in institutional en- 
terprises, this may be taken as a strong sug- 
gestion that the tools of accounting have 
potentials to aid in better management and 
improved reporting in this extensive area, 
just as in the world of business. 
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On a different level, economists au 
accountants have been busy with the iy 
that the structure of accounts will ultimately 
enable technicians, whether accountants o 
economists, to put the commercial transe 
tions which take place in a nation oF gp 
graphical or other section of it, into useful 
statement form. This ambitious and still 
perimental objective also, if attempts to im 
plement it do not outpace the develgp. 
ment of practical procedures to recognize 
the realities of national economic situations, 
may also be readily noted as attaching 
greater standing in modern society to the 
central ideas and techniques upon whith 
accounting is based and which it utilizes in 
all its applications. 


Another Area to be Opened Up? 


The foregoing comments stressing the ob 
vious (lest it not come to attention as such) 


for the interest of industrial accountants 
whose own area is broad, is preliminary to 
calling similar attention to another are, 
intimate to most individuals wheher or 
not accountants, in which some sort of xe 
ord-keeping is ordinarily but sketchily ap- 
plied. This is the area of individual or 
family financial management or accounting. 
The wide application of the income tax ia 
recent years has brought most family units 
to the threshold, at least, of record-keeping. 
There are an increasing number of advisory 
publications in this area. But does account 
ing, as a means, have anything to say to the 
family? Should it prove to (although noth 
ing in these comments will attempt proof 
or other logical process except interested 
observation), it will be natural to find a 
countants who are engaged in other areas 
stimulated and perhaps intrigued by this 
development. 

It is perhaps well to say that attention ® 
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family accounting, though directed with 
defniteness, is not here drawn with sny 
great boldness, despite a few existing arti- 
des on the subject. The points to be made 
note of below were found in a tentative 
manuscript draft not tested by many read- 
ings. (Not a manuscript submitted in Chap- 
ter Competition.) They are reflected here 
because, to the extent valid, they do imply 
that family units may adapt and use ac- 
counting and related techniques in ways 
which, as a primary objective, would be 
helpful to the stability of these units and, 
as a consequence, to the stability of the 
economy which they comprise. 


life-time Projections 

The draft referred to was planned by its 
author to introduce a case study illustrative 
of the viewpoint taken. This viewpoint, 
in brief, is that the economic life of a fam- 





Age of parents Stage 


25-27 
27-55 


55-65 To retirement 


Marriage to birth of first child 
To maturity of children 


ily can and should be planned—not with 
one plan but with alternative plans, not 
against circumstances but in line with them, 
and not with finality at a point in time but 
tentatively at all times throughout the pe- 
riod of the family’s existence as an income 
unit. 

Such planning is represented as even 
more reasonable for a family than a com- 
pany, for the family has a sequence of 
known tasks to accomplish over a known 
period of time. The author identifies indi- 
viduals, couples, and famiiies with children 
as family units and would give first atten- 
tion to the family conceived of as a couple 
who have the responsibility of rearing two 
to four children and providing for their 
own retirement. He regards the normal 
term of existence of this unit as forty earn- 
ings years and ten post-earnings years, as 
follows: 


Length 
_ 2years 
28 years 
10 years 





65-75 Post-earnings years 


The foregoing idea is elaborated into the 
thesis that a man can forecast his future 
income on several bases for a longer period 
and more usefully than a corporation, hav- 
ing regard for the conditions of nis line 
of work, health, training, aptitude, and 
contacts, and that he can try uut several life- 
time curves of possible results, which will 
help him decide what scale of living he and 
his family can enjoy, and at what times, un- 
der each income hypotheses. He can esti- 
mate the income effect of unemployment, 
illness, change in work, establishment of a 
business, the participation by his wife in 
gainful employment, or the contribution of 
eamings by minor children. It is conceded 
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10 years 


50 years 





that it will make a great deal of difference 
what the man’s principal source of earnings 
is likely to be—whether from union scale 
wage, professional salary, business profits, 
etc.—but it is contended that intelligent 
projections constructed and maintained will 
shed an appreciable degree of light far 
ahead. 

The correlation of costs 
penses) to these income prospects is pre- 
sented as a much more worthwhile process, 
even if more exacting, than the casual, 
short-term fixed estimates of expenses com- 
monly relied upon to allocate income to 
need. The looking ahead process is to take 
account of several conditions portrayed as 


(living ex- 
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obvious if faced—but not always faced or, 
at least, not squarely. Among these are the 
circumstance that increase in the size of a 
family, in the consumption rate and needs 
of the children, and possibly in the medical 
care required by adults, together with long- 
term inflation, form a four-way pressure 
which calls for some increase of money in- 
come over the whole earnings period just 
to maintain the starting living standard. 
(Families usually assume their only ma- 
terial task is to better that standard.) An- 
other point made with respect to costs is 
that one constant feature of a family’s eco- 
momic career is a series of special financial 
requirements — furnishing the first home, 
medical and other expenses of the arrival 
of children, securing a permanent home, 
expanding outlay for such protection items 
as an insurance program, providing for edu- 
cation of the children, and arranging for 
security in post-earnings years. It is sug- 
gested that, although vaguely regarded as 
sporadic over the years, these needs meet 





Family > 
V Captions 


Income 
(Several lines representing as 
many possibilities) 

Expense 


(Detailed under categories as 
“short-term necessities” 
“long-term necessities" 
“protection, etc.) 


The foregoing is offered in the draft 
manuscript for its basic significance only, 
with the comment that whatever is de- 
veloped should symbolize alert planning and 
be a point of departure for changes in 
plan. The paper also deals, although no 
more definitely, with the problem of using 
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Years 1-5 
Mother 
Father 
Child A 
Child B 


end-to-end or even overlap and that, if aot 
flexibly planned against income, they am. 
bine with true emergencies like illness ors 
break in employment, to create confusion 
and helplessness. 


Suggestions Made as to Accounting 


Tools 
The draft here digested in patt, make 
no pretense of doing more than point the 
way. However, this includes a concrete fom 
for a plan which will be subject to contin. 
ous up-dating will relate the incidence of 
projected income and expense, thus permit 
ting efforts to adjust both. The form sug 
gested may be embodied in a schedule 
(preferably prepared for the entire forty 
years, to consolidate objectives, but with 
progressively less detail) of which the fol- 
lowing are the headings for the first two 
five-year period. (It is also suggested that 
the earlier portion of the period may be 
represented by one-year columns): 


Years 6-10 


Age 30-35 
32-37 


Mother 
Father 

Child A 
Child B 
Child C 


Age 25-30 
27-32 
to 3 
to | 


(Round figures) 


(Round figures) 





the plan in the short-term (necessary if it 
is to have real meaning) and suggests @ 
running 90-day budget schedule related @ 
checkbook transactions—with one month 
dropped as another is added—to provide 
the day-to-day operating link with the long 
term plan then in effect. 
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da Aid to (Family) Management? 

It is readily imagined that, if a family 
were to undertake the suggested endeavors 
wholeheartedly and on an informed basis, 
time relationships of income and expense 
might conceivably be bettered, alternative 
grenues to income better appraised, and 
costs modified, forsworn or better prepared 
for. In these connections, the draft and 
notes under discussion recognize several 
pes of economy, in order more effectively 
to pave the way for use of planning tools. 
These are: 
|. Price economy (buy cheapest) 

2. Quality economy (buy to last, etc.) 

3. — economy (make instead of 
u 

Section economy (protective disci- 
pline) 

5. “Do-without"” economy 


6. Equipment economy (requiring capital 
outlay) 


One other tool suggested is a value- 
equivalents schedule to counter “price blind- 
ness.” Families would construct this for 


their own situations, e.g., how many trips 
to the circus equals a living room rug 
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equals a satisfactory gift to the heart fund 
equals an encyclopedia equals a food bill 
for what period? The author deals with 
the thought that the price system already 
supplies this information, by contending 
that price information is often not used 
effectively for comparison of cost widely 
separated in kind but rather just to price 
different grades or makes of the same ar- 


ticle, e.g., autos, radios. 


An Application of Accounting 
Techniques 

In short, there are conjured up some of 
the elements of an accounting structure which 
would serve families for both financial 
planning and performance budgeting. Many 
questions as to implementation are left un- 
answered but the prospect.raised is one of 
high and widespread usefulness of known 
accounting techniques in yet another field 
beyond those in which they are commonly 
applied at present. Such a development 
would be likely to be heartening to all ac- 
countants, just as advances of applications 
in fields of medicine, engineering, teaching, 
or law are heartening in those fields. 
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